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Geleitwort 



Financial Slack, in der Form von finanziellem, ungenutztem Uberschuss im 
Working Capital, wird in der Literatur stark kontrovers diskutiert. Lange Zeit, 
unter dem Dogma der Ressourceneffizienz, als Zeichen mangelhaften Ma- 
nagements angesehen, wird Financial Slack sukzessive in neuerer Literatur 
rehabilitiert und nunmehr als ein positiver Indikator fur strategische Unter- 
nehmensentwicklung gewurdigt. Die Fiintergrunde dieser Dichotomie sind 
bis dato nicht geklart, vermutet wird, dass eine bis dato nicht gefundene 
Moderator Variable zwischen den Zusammenhangen steht. 

Die vorliegende Thesis untersucht in einem ersten Schritt aktuelle Literatur 
aus renommierten Journalen und fasst dabei Stromungen und Definitionen 
ausgezeichnet zusammen. Die dabei verwendete Literaturvielfalt und Qua- 
litat erfolgt dabei weitestgehend multidisziplinar. Eine durch die Autorin 
selbst erstellte Kategorisierung der gefundenen Literatur aus unterschiedli- 
chen Perspektiven (transient vs. potential, easy- or hard to recover re- 
sources) zeigt starkes analytisches Geschick und legt die Grundlage fur 
weitere empirische Forschung. Financial Slack wird in seinem Wesen dis- 
kutiert und Uberlegungen zur Messbarkeit angestellt. 

Im zweiten Teil nutzt die Autorin ein longitudinales quantitatives Studiende- 
sign und untersucht Financial Slack am Beispiel von borsennotierten Phar- 
makonzernen wahrend der Finanzkrise 2007 bis 2010. Dabei werden Flypo- 
thesen aus der Literatur abgeleitet und mittels geeigneter statistischer Me- 
thoden (deskriptiv sowie ANOVA und Regressionsanalyse) uberpruft. Die 
Auswertung erfolgt methodisch robust und wird gut aufbereitet, sodass 
zahlreiche Erkenntnisse fur Theorie und Praxis gewonnen werden konnen. 

In der darauf folgenden Diskussion geht die Autorin ausfuhrlich auf mogli- 
che Storvariablen ein, untersucht u.a. die Auswirkung von M&A Aktivitaten 
sowie IPOs. Zur Absicherung fuhrt die Autorin dann noch eine subsequente 
qualitative Dokumentenanalyse durch, urn spezielle aufiergewohnliche Vor- 
kommnisse, die die Datenlage bei den einzelnen Unternehmen verfalschen 
konnten, zu identifizieren. 

Financial Slack erweist sich als positiv im Sinne des Shareholder Values in 
Zeiten von unternehmerischen Transitionen wie M&A Oder IPOs. Die Fi- 
nanz- und Wirtschaftskrise fuhrte bei den Unternehmen ebenfalls zu Transi- 
tionen aufgrund von strukturell notwendigen Anpassungsprozessen, sodass 
dieser Zeitraum hochst aufschlussreich fur die Forschungsthematik er- 
scheint. 
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Geleitwort 



Die Thesis tragt einen wesentlichen Baustein zu unserem Verstandnis von 
Financial Slack bei. In ruhigen Fahrwassern ist Slack tatsachlich ein Zei- 
chen ungenutzter Ressourcen - und damit von mangelnder Effizienz - 
wahrend in Umbruchsphasen Slack als notwendiges Spielkapital fur unter- 
nehmerische Veranderungen angesehen werden kann. 
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1 Introduction 



An organization’s resource management determines how competitive ad- 
vantage and sustainable growth are achieved in a rapidly changing envi- 
ronment. Correspondingly the optimization of a firm’s resource allocation 
patterns and the resulting impact on performance has substantive theoreti- 
cal and practical implications (of. Chiu and Liaw, 2009, p. 321). One of the 
main challenges in managing a company’s resources is to constantly have 
the required level of resources available. On the one hand resource optimi- 
zation is favorable in order to operate highly efficiently, while on the other 
hand having a buffer of resources ready to address unexpected threats and 
opportunities can be crucial. The implications of this dilemma are intensified 
during times of environmental change and external threat. 

Organizational slack develops when a company holds resources which ex- 
ceed the needed resources for its current operations. Bradley et at. (2011b, 
p. 537) describe the effect of slack as „a double-edged sword, simultane- 
ously fueling and hindering growth.” As indicated in this statement, in previ- 
ous literature contradictory views on the role of organizational slack in the 
management of organizations exist. 

A positive feature of organizational slack is that it acts as a buffer in rapidly 
changing environments and allows managers room for maneuver. Authors 
argue that slack can be used by companies to successfully adapt to exter- 
nal pressures, support innovations and experimentation, and make modifi- 
cations to strategy as a response to changes in the environment. This per- 
spective on slack is frequently maintained by resource based and behavior- 
al theorists, who characterize slack as a valuable resource (of. Lee, 2011, 
p. 4; Vanacker et at., 2013, p. 6). This notion proposes that the presence of 
slack positively influences corporate performance, growth, innovation, mar- 
ket expansion, etc. 

On the other hand, organizational slack can lead to waste in resource allo- 
cation. Researchers argue that when excess resources are available, man- 
agers acting as agents and become irrationally optimistic, inward looking, 
and risk averse. Hence, they tend to use excess resources for self-serving 
projects. Particularly organizational economists and agency theorists sug- 
gest this view of slack as inefficiency (of. Lin et al., 2009, p. 404; Su et at., 
2009, p. 77). In this context a negative effect of organizational slack on cor- 
porate performance, growth, and other organizational aspects is implied. 
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In an attempt to reconcile these opposing views, some researchers suggest 
that the relationship between slack and performance is curvilinear. Authors 
supporting this opinion assume that there is an optimal level of slack. They 
argue that slack positively affects organizational aspects such as innova- 
tion, performance, or growth within certain range, but inhibits those aspects 
beyond that range (cf. Chiu and Liaw, 2009, p. 335; Nohria and Gulati, 
1997, p. 603). In other words, as long as firms have a cushion of resources 
large enough to address unexpected threats and opportunities, but small 
enough to avoid managers’ irresponsible behavior, slack benefits a firm. 
Additionally the external environment strongly influences slack and its effect 
on performance (cf. Bradley et al., 2011a, p. 1072). 

Although previous studies provide numerous useful insights, there is still a 
need for further theorizing and empirical study on the effect of organization- 
al slack within a firm. The research gaps are discussed in the problem defi- 
nition. 

1.1 Problem definition 

Prior literature and empirical investigation on organizational slack show cer- 
tain inconsistencies and offer room for further research. Studies on the ef- 
fect of financial slack on performance indicate that the empirical results are 
not generalizable for varying environments. In order to understand the rela- 
tionship of slack and performance it is crucial to pay particular attention to 
the environmental context (cf. Latham and Braun, 2009, pp. 33-34). Specif- 
ically, high uncertainty, complexity or threat in the environment, as well as 
scarcity of resources and opportunities are highlighted as essential influenc- 
ing factors by previous authors (cf. Bradley et al., 2011a, p. 1074). The 
global financial crisis that started in 2007, serves as a recent example for 
rapid environmental change, implicating increased external uncertainty and 
resource scarcity. It posed a significant environmental threat to firms’ sur- 
vival and profitability, and thus offers a unique possibility to study slack in 
the context of external threat. 

Furthermore, a closer investigation of factors that condition or moderate the 
relationship of slack and performance is required due to partially conflicting 
results of prior work. Additionally, it is essential to control for industry effects 
when examining the influence of slack (cf. Daniel et al., 2004, p. 572; We- 
fald et al., 2010b, p. 71). 
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Finally, partially contradictory and coinciding categories for organizational 
slack exist (cf. Krcal, 2012, pp. 683-685. Different slack types (e.g. availa- 
ble, recoverable and potential slack), which interact differently with perfor- 
mance measures, are investigated in prior studies (cf. Sigerstad, 2004, p. 
44). Furthermore used samples and measurement of variables differ widely 
among studies (cf. Daniel et al., 2004, p. 565). In addition methodological 
issues exist among previous studies. While some authors apply one meas- 
ure others use multiple measures for slack and / or performance (cf. Green- 
ley and Oktemgil, 1998, p. 378). 

1.2 Goal of the thesis 

This thesis addresses the above mentioned gaps in the literature by revisit- 
ing the relationship between financial slack and corporate performance. 
Specifically the author examines whether financial slack influences the per- 
formance of European pharmaceutical companies during times of crisis. 
Thereby this paper makes several contributions to the literature on the 
slack-performance relationship. 

First, in this paper several intervening variables are suggested and their in- 
fluence on slack and / or performance is examined. Specifically, innovative 
capacity (number of new product approvals), M&A activities and IPO events 
are studied as moderators on the slack-performance link. To account for the 
need to control for industry effects, this study selects a sample of European 
pharmaceutical firms. The pharmaceutical industry is a very research inten- 
sive sector (cf. European Commission, 2011, p. 6). Therefore organizational 
slack and its effects on innovation, risk taking and performance play a cru- 
cial role. 

Besides, this thesis answers the call of previous authors to study the rela- 
tion between slack and performance in the face of a threatening external 
environment (cf. Bradley et al., 2011a, p. 1074; Latham and Braun, 2009, p. 
34). The global financial crisis between 2007 and 2010 presents significant 
environmental threats to organizations survival and profitability, and thus 
was chosen as the context to investigate the slack-performance relation- 
ship. 

In order to shed some light on the inconsistencies concerning the theory of 
slack, the literature review further deals with the conceptualization of organ- 
izational slack and its functions as well as the measurement of different 
forms of slack. 
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1 .3 Structure of the thesis 

The remainder of this thesis is in the following format. In a first step the 
methodology, research design as well as the used measures for empirical 
investigation are explained. Thereafter, a review of existing literature is pre- 
sented, where the concept of organizational slack, its antecedents and 
functions as well as measurement and potential utilization are discussed. 
Additionally previous findings concerning slack and its effects, as well as 
the external environment as an influencing factor are considered. 

Creating research questions out of the debated theory, propositions and 
null hypotheses are formulated. In the empirical part of this thesis the au- 
thor tests the hypotheses through correlational and regression analysis. 
Subsequently, the results of the quantitative analysis are discussed and 
more in depth qualitative research on salient results is performed. Finally, 
the author compares the results of the empirical analysis with existing find- 
ings from the literature and offers suggestions for further research. 



2 Methodology 



In this section the author describes the research approach adopted in this 
thesis. First, the characteristics of the literature review are explained. 
Thereafter, the research design, methodology and sample selection is ar- 
gued. Additionally, the processes of data collection and analysis are dis- 
cussed. The research procedure includes several sequential steps as 
shown in detail in Figure 1. However, the explanation of the methodology in 
this chapter is arranged logically and does not follow the exact steps of the 
actual research procedure. 



2.1 Literature Review 

The aim of the study of literature is to com- 
pare and summarize the findings of existing 
work concerning slack, its influence on per- 
formance as well as the impact of the exter- 
nal environment on the relationship. There- 
fore the current state of literature and exist- 
ing theories and concepts on the topic are 
analyzed. The findings and problems identi- 
fied in previous research form the basis for 
further empirical investigation. 

The focus of the literature review lies on arti- 
cles published in academic journals and 
magazines, as well as specialized books. 
While German language results are includ- 
ed, English-language academic articles are 
emphasized. 

The databases used for the literature re- 
search are: 

• EBSCO Business Source Premier, 

• Science Direct College Edition, 

• Wiley Online Library, 




• ABI/Inform Global Pro Quest, and 

• JSTOR. 



Figure 1: Research Procedure 
adapted from Bryman and Bell 
(2011, p. 151) 
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In addition, a search for supplementary material is performed on schol- 
ar.google.com. The keywords primarily used are organizational slack, fi- 
nancial slack, performance, crisis, munificence, and uncertainty. Besides, 
the author searched for slack in combination with innovation, risk, growth, 
acquisitions, intervening variables, IPO, M&A, antecedents, measurement, 
external environment, crisis, threat and economic downturn. 

Specific propositions are devised on the basis of the literature review and 
null hypotheses are formulated. All further steps in the research process are 
explained in the following sections. 

2.2 Research design 

In this thesis a longitudinal research design is adopted. Hence, repeated 
observations on a set of variables for the same sample units are made over 
time. This type of research design is frequently used to discover relation- 
ships between variables. In contrast to a cross sectional design it allows the 
author to examine changes over a specific period of time. Specifically, in 
this study the data is collected for several years as the period of investiga- 
tion runs from 2007 to 2010. An essential benefit of this design is that it fa- 
cilitates the evaluation of causality between variables since the direction of 
the influence becomes more apparent over time (cf. Bryman and Bell, 201 1 , 
p. 58). 

Primarily, a deductive approach to link theory and research is adopted. The 
author reviews existing literature and deduces hypotheses. Consequently, 
the process of data collection is based on and guided by existing theory. 
Subsequently the findings from the research are compared with the litera- 
ture and the author checks how well the results support the theoretical ar- 
guments from previous literature. Through inductive reasoning, existing 
concepts can be refined or refuted and the findings contribute to the exist- 
ing theory (cf. Bryman and Bell, 2011, p. 11). 

Regarding the research strategy, the approach applied in this thesis can be 
categorized as a mixed method approach combing quantitative and qualita- 
tive research. According to Edmondson and McManus (2007, p. 1165) this 
hybrid strategy is typically used in intermediate theory, where provisional 
theoretical relationships are proposed or an established theory is trans- 
ferred to a new context. As will be discussed in the literature review of the 
present thesis, the concept of slack is well established in literature, and can 
therefore be categorized as mature literature. Also the slack-performance 
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relationship has been studied repeatedly, however partly inconsistent result 
are reported. Particularly the context of environmental threat has first re- 
cently become the focus of various studies. Consequently the author cate- 
gorizes the relevant theory for the answer of the research question of this 
study as intermediate. 

Overall, when applying a mixed method approach, it is essential that quanti- 
tative and qualitative research findings are integrated or linked in order to 
extract the maximum benefits of the study (of. Bryman and Bell, 2011, p. 
693). Regarding this thesis, the advantage of the hybrid method is that it 
enables the author to supplement quantitative results on the relationship 
between certain variables with fuller explanations based on qualitative data 
(cf. Edmondson and McManus, 2007, p. 1166). 

Creswell (2003, p. 211), and Bryman and Bell (2011, p. 632) note several 
factors that are of importance when selecting a mixed method approach. 
First, the priority of qualitative or quantitative data and analysis plays an im- 
portant role. The quantitative research approach is dominant in this thesis, 
since the main research question is answered through quantitative testing. 
Qualitative data is subsequently used to give a more detailed insight on a 
few salient results. Second, the implementation sequence of data collection 
of qualitative and quantitative data has to be determined. In this thesis the 
implementation is in phases, as quantitative data is collected first, and 
qualitative data is collected subsequently. 1 Creswell (2003, p. 211) adds 
that the stage in the process of the project for integration of the findings 
from the qualitative and quantitative perspective has to be determined. 
Since the data collection and analysis are performed individually, the inte- 
gration of the findings is first conducted in the interpretation phase of this 
study. 

According to Creswell (2003, p. 218) the approach applied in this thesis can 
be categorized as a sequential explanatory research strategy. Qualitative 
results are used to provide important contextual information as a supple- 
ment to quantitative findings. Thereby the qualitative research supports the 
explanation and interpretation of the findings on the intervening variables 
identified in quantitative research (cf. Bryman and Bell, 2011, pp. 636-639). 



1 More precisely, data collection for the independent and dependent variables is con- 
ducted first. Data collection for intervening variables and qualitative analysis is conducted 
simultaneously but analyzed individually. The process will be explained in detail in chap- 
ter 2.4 Data collection. 
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Specifically, in this thesis salient results of the quantitative research will be 
analyzed and enriched by qualitative research. 

Further details on the method of data analysis, including the quantitative 
research (correlational analysis) and the qualitative research (content anal- 
ysis) are explained in the section “Data analysis”. 

2.3 Sample selection 

The author of this study uses financial data from a sample of publicly traded 
pharmaceutical firms to determine how financial slack affects performance. 
Specifically, companies operating in the pharmaceutical industry classified 
as NACE Rev. 2 primary code 212 (manufacture of pharmaceutical prepa- 
rations) are chosen. In addition, the sample is limited to the region of East- 
ern and Western Europe, resulting in an initial sample of 9,697 firms. 

The pharmaceutical industry is selected as a research context, for several 
reasons. While various different industries have been examined previously, 
the author of this thesis did identify any studies concerning slack and per- 
formance that focus on the pharmaceutical industry. Besides, in the years 
under investigation pharmaceutical companies accumulated high cash hold- 
ings (cf. 2008). For instance, Bloomberg reports that the world’s biggest 
pharmaceutical companies were holding about $100 billion in cash and 
marketable securities in 2009 (cf. Kelley, 2009). Since cash holdings are an 
essential indicator for the presence of financial slack (cf. Bradley et al., 
2011a, p. 1081), the pharmaceutical industry seems to be a fitting research 
context for studying the effect of financial slack on performance. In addition, 
this industry is one of the most research intensive sectors in the European 
Union (cf. European Commission, 2011, p. 6). Therefore organizational 
slack plays a crucial role as it effects innovation, risk taking, acquisition ac- 
tivities and performance. 

From the group of pharmaceutical firms located in Europe, those that pro- 
vide consolidated financial statement for the period of 2007 to 2010 are se- 
lected (236 firms). In order to exclude subsidiaries and other affiliates, the 
parent companies (group ultimate owner or firms with named individuals or 
families as ultimate owners) are identified. Furthermore only firms, which 
provide the necessary data for the variables used in the empirical model for 
all the years between 2007 and 2010, are selected. Finally, from the re- 
maining group of 110 firms the ones with the highest operating revenue 
(turnover) are chosen, resulting in a final sample of 25 firms. 



Operating rev. No. of 

in th EUR employees Indepen- Legal 

Company name Ctry 2010 2010 dency form BvD ID number 
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It is important to mention that for a large number of European firms, espe- 
cially for small or not publicly listed firms, no consolidated balance sheets or 
no financial data at all are available. Additionally due to the criterion “high 
operating revenue” only large firms are included in the sample. The author 
is aware of the limitation of the sample coverage in terms of firm size, which 
may cause selection bias. Besides, due to the small sample size of the 
study, the results cannot simply be generalized. 

2.4 Data collection 

The data collection in this thesis is based on secondary data. While primary 
data is often seen as subordinate to secondary data, secondary analysis 
can have substantial advantages. One major field of application for second- 
ary data is, when historical information is of interest. Specifically, the prob- 
lems of recall are resolved when past events are investigated through sec- 
ondary data which has been created during the relevant time period (of. 
Harris, 2001, p. 193). The use of archival material delivers large quantities 
of inexpensive data, and in addition is an unobtrusive strategy as archival 
material is nonreactive to the presence of investigators (of. Berg, 2001, p. 
191). Since the financial crisis of 2007 to 2010 is in the focus of this study, 
the benefits of unobtrusive secondary analysis can be exploited in this the- 
sis. However, it has to be noted that due to the use of secondary data the 
researcher has no control over the quality of the data (of. Bryman and Bell, 
2011, p. 321). 

The indicators for financial slack and performance are devised from publicly 
available data on balance sheets as well as profit and loss statements. The 
source of the financial data is the OSIRIS database offered by Bureau Van 
Dijk, which contains financial information on globally listed public compa- 
nies. 

The information about M&A and IPO deals is taken from Zephyr database, 
also offered by Bureau Van Dijk. Specifically, new acquisitions, acquisitions 
of increased stakes and the formation of joint ventures which were com- 
pleted within the years 2007 to 2010 were included as M&A activities. The 
number of new product introductions, as an intervening variable is identified 
through an examination of mass media outputs. In addition, for the firm with 
most M&A activities, as well as for one firm undergoing an IPO, a newspa- 
per research is conducted. The newspaper research for the qualitative as 
well as quantitative analysis includes the daily newspapers Financial Times 
(including FT.com) and The Wall Street Journal, as well as news from the 
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international news agency Reuters Newswires. Particularly, articles pub- 
lished between 2007 and 2010 are in the focus. The newspaper research 
resulted in 2,693 articles for the quantitative correlational research as well 
as 1,099 articles for the supplementary qualitative research. To identify and 
organize the relevant data from the articles, a content analysis is conducted 
as described in the section “Data analysis”. 

2.5 Measures 

For the quantitative analysis measures to operationalize the concepts of 
financial slack and performance, as well as the three intervening variables 
are defined in this section. 

The independent variable in this analysis is financial slack, measured as the 
current ratio of a firm at the year end. The current ratio is a continuous in- 
terval variable and is calculated as follows: 

current assets 

current ratio = — 

current liabilities 

Current ratio has been chosen, because this measure was widely adopted 
as a measure of financial, available of unabsorbed slack by previous au- 
thors (cf. Daniel et a!., 2004). Since this ratio measures a firm's ability to 
pay its short term obligations it captures the unabsorbed nature of available 
financial slack. 

The dependent variable in this study is corporate performance. The author 
uses an accounting based profitability measure for performance, namely 
return on assets (ROA) at the year end. This measure can also be catego- 
rized as a continuous interval ratio. Various definitions for the measure 
ROA exist in literature. Although several studies emphasize that ROA is 
widely used to measure performance in slack literature (cf. Lee, 2011, p. 
10; Chiu and Liaw, 2009, p. 328), authors apply different definitions of the 
metric. The textbook definition of ROA is net income divided by total assets 
(cf. Losbichler et at., 2012, p. 125). Besides, profit before tax can be used in 
order to cancel out any taxation differences as well as extraordinary P/L. 
Others focus on operating profit before interest, taxes, depreciation and 
amortization, thereby excluding e.g. differences in the capital structure of 
firms (e.g. Love and Nohria, 2005; Ju and Zhao, 2009). Each of these defi- 
nitions has its advantages. In this study, three different, but commonly used 
definitions of ROA are applied in order to demonstrate the implications of 
differing definitions. 



12 



Methodology 



ROA ni = 



Net Income 
Total Assets 



ROA 



pre-tax 



P/L before tax 
Total Assets 



EBITDA* 

ROA EBIT da - Tota | Ass ets 

* EBITDA = Earnings before interest, taxes, depreciation and amortization 

Some authors argue that a common problem of using ROA as a perfor- 
mance measure is that it varies strongly across industries (cf. Carton and 
Hofer, 2007, p. 85). This issue is overcome by the focus on a single indus- 
try in this study. Furthermore, several previous researchers argue that it is 
appropriate to consider a time lag when investigating the effect of perfor- 
mance on slack (cf. Su et al., 2009, p. 81). Since especially absorbed forms 
of slack first have to be recovered it may take a considerable amount of 
time before slack shows its impact on performance. In this study no time lag 
is included in the analysis, because available slack is rather readily em- 
ployable. The fact that a time lag does not have a significant effect on the 
strength of the relationship between any form of slack and performance is 
confirmed by Daniel et al. (2004, p. 572). 

In addition to the two measures described, three intervening variables are 
considered in this study, namely M&A, new products and IPO. The number 
of M&A deals conducted during the investigation period is used as a meas- 
ure for expansion. The number of new products introduced is used as a 
measure for the innovation activities of a firm. In this regard it has to be 
noted that only products that gained official approval during the sample pe- 
riod were counted. Other innovation activities or products in development 
which lack formal approval or have been rejected by the U.S. Food and 
Drug Administration (FDA) or European Medicines Agency (EMEA or 
EMA 2 ) are not included in the analysis. Finally the undergoing of IPOs is 



2 From 1995 to 2004, the European Medicines Agency was known as European Agency 
for the Evaluation of Medicinal Products, short EMEA (cf. European Medicines Agency, 
2009). Since the official launch of a new organizational structure and visual identity in 
November 2009 the acronym EMA has been commonly used. 
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included as a measure. All three variables are defined as the number of ac- 
tivities carried out per year, thus they are discrete. However, since the rela- 
tively large number of categories they generate, the intervening variables 
are treated as interval ratios and included in the Pearson’s r correlational 
analysis. Specifically, they are regarded as moderating variables on the re- 
lationship between slack and performance. Thus they are expected to cor- 
relate with slack and /or performance and have a strengthening effect on 
the slack-performance relationship. 

2.6 Data analysis 

As mentioned above, in the first step of analysis the effect of financial slack 
on performance is investigated through correlational research. Intervening 
variables, identified through quantitative content analysis, are included in 
the correlational research. Subsequently three sample firms with salient re- 
sults concerning the moderators are chosen and further qualitative content 
analysis of the data is performed. 

The correlational analysis is concerned with the investigation of the rela- 
tionship between financial slack and performance. Specifically, the analysis 
focuses on the question, if an influence of slack on performance is present 
in the pharmaceutical industry and which intervening variables exist. De- 
scriptive statistics for the collected data for each variable, particularly re- 
sults from the univariate analysis such as measures of central tendency and 
measures of dispersion are presented. In order to reject or confirm the null 
hypotheses a bivariate analysis of the variables for financial slack and per- 
formance, as well as the intervening variables is conducted in pairs. For 
that matter Pearson’s product-moment correlation coefficients (Pearson’s r) 
are calculated on a year by year basis (cf. Rasch, 2010, pp. 15-21; Bryman 
and Bell, 2011, pp. 344-349). In addition to the calculation of correlations, a 
test for statistical significance is performed. This allows the author to assess 
if the results of the analysis are generalizable to the population (cf. Bryman 
and Bell, 2011, p. 353). Subsequently, the author prepares a linear regres- 
sion analysis for the year 2010 to further analyze the relationship between 
the independent and dependent variable. 

The three intervening variables M&A, new products and IPO are included in 
the analysis in order to examine their moderating effect on the strength of 
the relationship. The method of content analysis is used in this regard to 
quantify the content of the articles identified in the newspaper research ob- 
jectively and systematically (cf. Bryman and Bell, 2011, p. 291). The results 
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of the newspaper research are additionally used in the second step of this 
thesis, the supplementary qualitative research, in order to enrich the quanti- 
tative findings from the correlational research. In this regard, three firms are 
chosen from the sample and qualitative content analysis is performed on 
the respective newspaper articles. 

It is difficult to give a general definition of content analysis, since the inter- 
pretation of the term largely depends on the specific research field and pur- 
pose (of. Mayring, 2010, p. 11). The author of this thesis understands con- 
tent analysis as to the examination of documents and texts in an attempt to 
objectively and systematically analyze their content (of. Harris, 2001, p. 
103). This research approach lies at the intersection between qualitative 
and quantitative research (of. Duriau et at., 2007, p. 5). One of the main ad- 
vantages of a content analysis approach is that it is an objective and trans- 
parent method, guided by specific rules. Thus the results can be replicated 
rather easily, and validity and reliability of data collection can be demon- 
strated (of. Harris, 2001, p. 193). Besides, it is an unobtrusive and non- 
reactive research method since previously recorded data is analyzed. This 
makes it also appropriate for longitudinal analysis. In addition, content anal- 
ysis provides a high level of flexibility (of. Bryman and Bell, 2011, p. 305). 
By using this approach for both, thorough quantitative analysis as well as 
rich qualitative insight, the author exploits the advantages of content analy- 
sis to support the hybrid research strategy (of. Duriau et at., 2007, p. 23). 

Quantitative content analysis emphasizes the identification and quantifica- 
tion of specific characteristics of the content e.g. the counting of textual el- 
ements to retrieve data. Qualitative content analysis on the other hand 
seeks to understand aspects such as the conditions and consequences of 
the factors under investigation and deals with the meaning in the specific 
context (of. Berg, 2001, pp. 241-242; Bryman and Bell, 2011, pp. 289-291). 
Nevertheless qualitative context analysis demands a systematic, well- 
structured and controlled analysis, following explicit rules of coding and step 
by step models (of. Mayring, 2010, pp. 48-49). 

Consequently both, the quantitative and qualitative content analysis follow 
similar steps, as shown in Figure 2. 

Since the results of content analysis depend strongly on the quality of the 
materials used for analysis (of. Bryman and Bell, 2011, p. 308), the sources 
have to be chosen carefully. As mentioned before the material to be exam- 
ined in this study is newspaper articles from the daily newspapers Financial 
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Times (including FT.com) and The Wall 
Street Journal, as well as news from the 
international news agency Reuters 
Newswires between 2007 and 2010. 

These sources are selected since they 
provide substantial coverage of interna- 
tional business and commercial news in 
Europa and the US, and are available to 
the author in the searchable press da- 
tabase Factiva. Concerning new prod- 
ucts all articles related to new patents, 
new products and new product approv- 
als are investigated. For M&A activities 
and IPO the search concentrates on 
articles related to acquisitions, mergers 
or takeovers and IPO deals respective- 
ly. 

The second step of the procedure is 
specifically important in qualitative con- 
tent analysis. Generally three basic Figure 2: Procedure of content analysis 
techniques for qualitative content anal- adapted from Harris, 2001, p. 194 and 
ysis exist, namely summarizing, expli- Ma y rin 9< 2010, p. 60 
cation, and content-based structuring. Summarizing is performed to reduce 
the material up to its main content, resulting in a short text reflecting the key 
information. The goal of explication is to collect further material on the con- 
text of certain passages in order to improve the interpretation and under- 
standing of the material. Content-based structuring refers to classifying and 
arranging the material according to pre-defined dimensions and categories 
(cf. Mayring, 2010, p. 65). For the qualitative part of this thesis a combina- 
tion of structuring and summarizing is used. First structuring allows identify- 
ing and organizing the relevant articles and elements of data within them. 
Subsequently the data is summarized, focusing on the main content rele- 
vant to the research questions. Regarding the quantitative content analysis 
the author identifies the number of activities that occurred for each firm in 
the sample period, e.g. the number of approved products. 

The unit of analysis is the basic unit of text to be counted and classified. 
The unit of analysis as well as the categories should be consistent with the 
nature of the research question (cf. Berg, 2001, p. 248). Common units are 




o 



Develop findings and interpret the 
results 
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e.g. word, word sense, phrase, sentence or paragraph, as well as actor (in- 
dividual persons), theme and subject, or disposition (of. Bryman and Bell, 
2011, pp. 295-298); Berg, 2001 , p. 244). In this study the research question 
related to the qualitative analysis includes the identification of influencing 
factors on the firms’ performance in the newspaper articles. Hence, the unit 
of analysis is phrase, which may vary from a single word to a sentence. The 
advantage of hand coding phrases, as implemented in this study, is that the 
reliability of the results is improved (of. Harris, 2001, p. 199). 

For quantitative as well as qualitative content analysis the categories for 
coding are formally established before the actual analysis of data. They 
emerge from the collected material and the existing literature on topic under 
investigation. Thereby a distinction can be made between the inductive or 
deductively determined categories (of. Berg, 2001, p. 245; Harris, 2001, p. 
199). In this thesis a combination of both is used. Thus, categories are de- 
vised beforehand from the literature and supplemented by categories that 
come up during the data analysis. For each category a distinct definition, 
anchor examples and coding rules are determined. Several authors high- 
light that regarding the coding scheme the defined dimension must be dis- 
crete (separate) in order to avoid conceptual or empirical overlap, and the 
categories must be mutually exclusive and sufficiently exhaustive in order to 
account for each variation of message. The development of such a coding 
scheme creates increased objectivity, transparency and minimizes the in- 
trusion of bias (of. Berg, 2001, pp. 240-241; Bryman and Bell, 2011, pp. 
300-303). 

After the categories and coding guidelines are defined, first testing of the 
coding scheme on a small portion of the articles is conducted. This includes 
the coding of 50 articles and the entry of the data into an excel spread- 
sheet. Subsequently the coding scheme is revised and some coding rules 
are modified. Finally all articles (1,099 articles for the qualitative analysis 
and 2,693 articles for the quantitative analysis) are coded in accordance 
with the coding schemes and the collected data is entered into excel 
spreadsheets. Based on the data the author develops findings and inter- 
prets the results of the content analysis. In this thesis, the quantitative con- 
tent analysis is used to identify the number of new product approvals of 
firms for the correlational research. The findings from the qualitative content 
analysis are used to enrich the results of the correlational analysis and to 
give a deeper insight in the effect of the intervening variables. 



3 Literature review 



In the review of literature the theories concerning organizational slack and 
its effect on various organizational aspects are debated. The literature re- 
view is structured as follows. First the concept of organizational slack is dis- 
cussed in detail. In this regard, definitions of organizational slack from prior 
literature and commonly used categorizations are described. In addition, the 
role of slack as well as its antecedents, measurement and possible utiliza- 
tion are explained. In the next section the author addresses the effect of 
slack on performance. In this context, potentially intervening variables on 
the relationship of the two factors are identified from existing literature. Fi- 
nally, in the last section of the literature review the relationship of slack and 
performance is discussed in the context of external threat. Specifically, the 
recent financial crisis is brought up as an example of high external uncer- 
tainty and scarcity of financial resources. 

3.1 Slack 

3.1.1 Definition and conceptualization of slack 

Over time the definition of organizational slack has been well established in 
literature (of. Daniel et ai, 2004, p. 566). Nevertheless authors use various 
characteristics, functions or states of slack to describe and categorize the 
term. In the following section commonly used definitions and categoriza- 
tions of slack are specified. 

The work of James March in the late 1950s and early 1960s constitutes the 
basis for the first definition of organizational slack in literature (of. Bour- 
geois, 1981, p. 30). In one of his first attempts to define the term slack, he 
described it as “the difference between total resources and total necessary 
payments." ( Cyert and March, 1963, p. 42) 

Referring to the literature of March, Bourgeois (1981, p. 30) defines organi- 
zational slack as a “cushion of actual or potential resources which allows an 
organization to adapt successfully to internal pressures for adjustment or to 
external pressures for change in policy, as well as to initiate changes in 
strategy with respect to the external environment This definition is com- 
monly used in management literature and frequently cited recent papers 
focusing on organizational slack and its functions and effects (of. Mousa, 
2009, p. 25). 



B. Gral, How Financial Slack Affects Corporate Performance, BestMasters, 
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More recent definitions of slack, which differ slightly from the original ones, 
can be found e.g. in the following papers: 

(1) Nohria and Gulati (1996, p. 1246) define slack as “the pool of re- 
sources in an organization that is in excess of the minimum neces- 
sary to produce a given level of organizational output. ” 

(2) Mishina et at. (2004, p. 1182) state that “Slack is a dynamic quantity 
that represents the difference between the resources currently pos- 
sessed by a firm and the resource demands of the current business. ” 

(3) George (2005, p. 661) notes that “Slack is potentially utilizable re- 
sources that can be diverted or redeployed for the achievement of or- 
ganizational goals. ” 

Krcal (2012, pp. 683-685) criticizes that the definitions and categorizations 
of slack in literature differentiate insufficiently between functions, states and 
types of slack. As a result, existing categories of slack are partially contra- 
dictory or coinciding. He argues that it is crucial to distinguish between 
types, functions, states and antecedents of slack in order to provide logical 
and consistent framework. 

To give an overview of the types of slack categorized in literature, six differ- 
ent classifications of slack are presented in the following section of this the- 
sis: 

(1) Level of availability: available, recoverable and potential slack 

(2) Level of absorption: unabsorbed and absorbed slack 

(3) Level of deployment: generated and invested slack 

(4) Level of discretion: high discretion and low discretion slack 

(5) Resource availability / Resource demand: transient slack 

(6) Type of resource (financial, operational, human resource, etc.) 



The most commonly used categorizations of slack in recent literature origi- 
nate from the papers of Bourgeois, Singh, and Sharfman written in the 
1980s (of. Krcal, 2012, p. 681). 
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(1) Level of availability: available, recoverable and potential slack 

Bourgeois III and Singh (1983, p. 43) describe three states of slack along 
the dimension of availability, namely available, recoverable and potential 
slack. For (1) available slack they give the example of excess liquidity, 
since this type of resource is not yet integrated into the organization’s sys- 
tem. (2) Recoverable slack on the other hand is already committed to spe- 
cific organizational functions as excess costs (e.g. excess overhead costs), 
but there is the option of recovery in the future. Finally, (3) potential slack 
consists of potential future resources that can be generated by the organi- 
zation from the environment, e.g. additional debt or equity capital (of. Bour- 
geois III and Singh, 1983, p. 43). 

(2) Level of absorption: unabsorbed and absorbed slack 

Later, Singh (1986, p. 567) advances and refines this concept of categori- 
zation by adding the level of absorption of slack. Fie distinguishes between 
(1) unabsorbed slack, which “corresponds to excess, uncommitted liquid 
resources in organizations’’ and (2) absorbed slack, which “corresponds to 
excess costs in organizations’’ (Singh, 1986, p. 567). 

Fleng and Wefald add to Singh’s definition that the two categories of slack 
differ significantly in their accessibility. Since unabsorbed slack is currently 
uncommitted it can be used easily and immediately, thus involving a higher 
level of flexibility. Absorbed slack on the other hand is already committed to 
a specific use and embedded in the company’s system (e.g. in salaries, 
overhead expense and other administrative costs), which is why it is more 
difficult to be redeployed (of. Heng and Xiuhao, 2010, p. 2; Wefald et af, 
2010b, p. 73). This distinction shows several similarities with the categories 
of availability, suggested by Bourgeois III and Singh (1983, p. 43). 

(3) Level of deployment: generated and invested slack 

Greenley and Oktemgil (1998) citing Chakravarthy (1986) use the level of 
deployment to distinguish between generated and invested slack. They de- 
fine generated slack as available resources for the development of strategic 
options and the improvement of flexibility. This includes the ability to gener- 
ate liquid resources and raise additional debt or equity. Invested slack con- 
sists of deployed resources, which may reduce the opportunity to develop 
strategic options and inhibit flexibility (e.g. slack invested in salaries, work- 
ing capital, assets, etc.). Again, this classification is similar to the character- 
ization of slack along the dimensions of availability or absorption. 
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(4) Level of discretion: high discretion and low discretion slack 

Taking the previously developed categories of Bourgeois and Singh into 
account, Sharfman et al. (1988, p. 602) suggest the classification of slack 
by level of managerial discretion. He describes two different forms of slack, 
namely high and low discretion slack. (1) High discretion slack can be de- 
ployed very flexibly and consists of e.g. cash, cash equivalents, credit lines, 
raw materials inventory, low skilled labor, and highly flexible machine ca- 
pacity. (2) Low discretion slack on the other hand, can only be used in more 
specific situations and includes e.g. processed inventory, skilled labor and 
low flexibility machine capacity. 

(5) Resource availability / Resource demand: transient slack 

Later, George (2005, p. 664) introduces yet another categorization of slack, 
namely transient slack. This type of slack refers to excess resources avail- 
able after resource demands have been met and emphasizes the ephem- 
erality and dynamic nature of slack resources. Transient slack represents 
the difference between resource availability and resource demand. The au- 
thor highlights that even though firms possess the same amount of re- 
sources, the current resource needs for their business might differ, resulting 
in differing levels of transient slack. 

(6) Type of resource: financial, operational, human resource, etc. 

In addition to Singh’s (1986, p. 567) classification of slack by level of ab- 
sorption, Voss et al. (2008, p. 149) use the level of rarity to describe four 
different forms of slack. Regarding the level or rarity they draw a distinction 
between generic resources and rare resources. Where (1) generic re- 
sources are commonly available and relatively easy to acquire (e.g. liquid 
assets, production capacity), and (2) rare resources are valuable and 
unique due to limited availability on the market (e.g. people, raw material) or 
difficult and complex to accumulate within the organization (e.g. social capi- 
tal, customer relationship). 

Figure 3 shows the resource absorption/rarity matrix and the categorization 
of four different types of slack, by combining the level of absorption and 
level of rarity, as proposed by Voss et al. (2008, p. 149). 
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Figure 3: Resource absorption / rarity matrix 
Source: Voss et al. (2008, p. 149) 

This approach, distinguishing types of slack by the kind of resource from 
which they arise, is used by several authors. Often, studies entirely focus 
on one single type of slack. While e.g. Mellahi and Wilkinson (2010) focus- 
es on HR slack, Lee (2011) and Bradley et al. (2011a) investigate solely the 
effect of financial slack. Yet others, like Mishina et al. (2004) simultaneously 
explore the influence of both HR and financial slack. 

As mentioned above, the existing attempts to offer categories for slack are 
not entirely consistent, and several categories of slack are partially overlap- 
ping. Generally, the recoverability of slack plays a major role its categoriza- 
tion. For example the definition of available slack is similar to unabsorbed 
slack and generated slack, since the main characteristic of both forms is 
that they are rather easily recoverable and thus offer a high level of flexibil- 
ity, like e.g. excess liquidity and cash (of. Krcal, 2012, p. 685). Absorbed 
slack and invested slack have similar characteristics to low discretion slack 
and recoverable slack, as those forms of slack are all based on resources 
that are already committed to specific functions in the organization, there- 
fore recovery is difficult. Regarding the concept of potential slack in matter 
of the level of discretion, authors hold different views. Some argue that po- 
tential sack resembles the form of slack where managers have highest dis- 
cretion, because additional debt or equity raising potential, e.g. in the form 
of credit lines, allows for high flexibility (of. Sharfman et al., 1988, p. 602; 
Krcal, 2012, pp. 682-683). Others equate potential slack with low discretion 
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slack as it solely presents a future potential and does not allow for immedi- 
ate deployment (of. Lin et at., 2009, p. 402; George, 2005, p. 666). 

In the empirical part of this study the investigation focuses on financial 
slack, which refers to excess financial resources, e.g. excess liquidity. This 
type of slack can be categorized as unabsorbed or available slack, where 
managerial discretion and thus flexibility of use are rather high. 

3.1.2 History of slack in literature 

Organizational slack and its effect on organizational phenomena have been 
discussed in literature for decades. In the following section (1) the origin of 
slack in literature, (2) frequently cited, early work and (3) recent studies 
concerning slack are discussed. 

(1) The origin 

While the foundational concept of slack in literature originates from the 
1930s, Cyert and March (1963, p. 42) are credited for the introduction of the 
label of slack in organizational theory (cf. Sigerstad, 2004, p. 12). In their 
book “A behavioral theory of the firm”, Cyert and March (1963, p. 42) give a 
first definition 3 of slack, in terms of a surplus in the level of inducements to 
maintain the coalition. The authors view organizational slack as a result of 
suboptimal resource allocation. 

Generally the authors representing the ‘‘Carnegie School of thought” con- 
tributed a lot to the early conceptualization of slack. This movement from 
the 1950s and 1960s includes amongst others the writers Herbert A. Simon, 
James March, and Richard Cyert. Their work was mainly concerned with 
the organizational behavior of the firm (cf. Sigerstad, 2004, pp. 1 3-24). 

These authors partly credit Barnard and his inducements-contributions 
schema from 1938 for the basic idea for slack. The inducements- 
contributions schema states that equilibrium is required in order to attract 
and sustain new members in a coalition. In other words, the input and out- 
put of resources has to be balanced to ensure survival of an organization 
(cf. Sigerstad, 2004, p. 13). Barnard did however not specifically apply the 
term “slack” in his concept (cf. Krcal, 2012, p. 680). 



3 See also section 3.1.1 Definition and conceptualization of slack 
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Another author who contributed to the discussion of resources and growth, 
and thereby influenced the literature of slack to some extent is the early re- 
source based theorist Penrose (1959) (of. Mousa, 2009, p. 28; Mishina et 
a!., 2004). The author highlights the importance of a company’s resources 
to achieve competitive advantage. Central aspects to Penrose’s growth 
theory are the use of excess, idle resources as well as managers’ entrepre- 
neurial ambition that is the ability to recombine and utilize those resources 
for growth (of. Penrose, 1959). This indicates the idea of organizational 
slack as an opportunity for expansion (of. Bradley et at., 2011b, p. 537). 

(2) Frequently cited, early work 

Some papers that are frequently cited in connection with slack literature, 
also in recent papers, are the studies of Bourgeois (1981), Bourgeois III and 
Singh (1983), Singh (1986) and Sharfman et at. (1988) from the 1980ies (of. 
Krcal, 2012, p. 681; Mousa, 2009, pp. 25-27). During that time the main 
topics concerning slack were to further conceptualize the term and discuss 
its functions. In addition, several papers focus on the operationalization of 
slack and engage in first empirical testing. 

In the paper “On the Measurement of Organizational Slack”, Bourgeois 
(1981) attempts to categorize the functions of slack and provides sugges- 
tions for measurement. He reviews and contrasts various definitions from 
previous literature, and synthesizes a definition of slack 4 (of. Mousa, 2009, 
p. 27). As mentioned before, this definition is used in many recent papers 
focusing on organizational slack and its effects. In contrast to other authors 
of his time, Bourgeois holds the view that slack is essential for a company’s 
survival and success (of. Weidermann, 1984, p. 95). 

Bourgeois III and Singh (1983) later apply the financial measures of slack 
suggested by Bourgeois (1981) in another paper, which is concerned with 
the effects of slack on strategic and political behavior within top manage- 
ment teams. The authors find that the different types of slack have different 
effects on political behavior. While potential slack increases political behav- 
ior, both available and potential slack reduce goal disagreement. The clas- 
sifications of slack provided by the authors in this paper, namely available, 



4 “Organizational slack is that cushion of actual or potential resources which allows an 
organization to adapt successfully to internal pressures for adjustment or to external 
pressures for change in policy, as well as to initiate changes in strategy with respect to 
the external environment/' (Bourgeois, 1981, p. 30) 
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recoverable and potential slack, are most widely used in slack literature (cf. 
Cheng and Kesner, 1997, p. 2; Daniel etal., 2004, p. 566). 

Singh (1986) is one of the first authors to address the effect of slack on per- 
formance, which is one of the most prevalent research topics concerning 
slack. The author explores the relationship between organizational perfor- 
mance and risk taking, using organizational slack and decentralization as 
mediators. Singh uses financial measures for slack and hypothesizes that 
slack is positively associated with performance. He confirms that poor per- 
formance is related to low risk taking and the accumulation of slack. 

Sharfman et at. (1988) investigate the conditions under which slack devel- 
ops, differentiating between external (from the environment) and internal 
criteria (from the organization and values/beliefs). They additionally state 
two requirements - visibility and employability - for resources to be consid- 
ered slack. The authors argue that excess resources have to be visible and 
employable in the future in order to turn waste (e.g. resulting from inefficient 
processes, excess inventory, etc.) into slack. Excess resources can first be 
considered slack when managers realize their existence and turn them into 
slack. 5 

Also in German literature slack was a popular research topic at the time. 
Weidermann (1984) summarizes the findings of well-established English 
literature about organizational slack. Moreover he provides suggestions for 
the management, deployment and planning of slack resources. 
Scharfenkamp (1987) explores how organizational slack influences the or- 
ganizational structure and is influences by it, as well as the resulting effects 
on success. 

(3) Recent studies (from 1997 to 2012) 

Recent studies are regularly concerned with the question whether slack is a 
strategic tool or an indicator of inefficiency, as well as the search for an op- 
timum level of slack (cf. Sigerstad, 2004, p. 41). Papers studying the strate- 
gic effect of slack provide empirical tests on the impact of slack on e.g. in- 
novation, acquisitions, environmental responsiveness, growth, risk attitude, 
and performance. On the other hand, studies in accounting literature fre- 
quently investigate slacks’ influence on efficiency, focusing on budgetary 
slack. Some of the studies concerned with the effects of slack on various 



For details on prerequisites see section 3.1 .4 Antecedents of slack. 
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organizational phenomena will be described in more detail in section 3.1.6 
Potential utilization of slack. 

Overall it can be said that there is a great variety of scholars who performed 
studies on slack in the last fifty years, therefore in general the concept is 
well established. However, despite the enormous interest in slack, there is 
still no broad agreement on its effect on various organizational phenomena. 
This fact can be explained by having a closer look on the research settings 
and variables employed in empirical testing. Studies frequently use different 
classifications for slack and explore the effect of different types of slack. 
Besides, while some studies focus on the effects of a certain level of slack 
or attempt to find an optimum level of slack (e.g. Chiu and Liaw, 2009; 
Nohria and Gulati, 1996), others explore the effects of a reduction or in- 
crease of slack, which is the variation in the amount of slack (e.g. Mellahi 
and Wilkinson, 2010; Love and Nohria, 2005). Furthermore, diverse re- 
search settings, sample characteristics and contexts are utilized while vari- 
ous different variables are applied to measure slack (cf. Mousa, 2009, pp. 
30-31). 

Since the concept of organizational slack is rather well established in litera- 
ture, slack literature can be categorized as mature. Also the relationship be- 
tween slack and performance has been studied repeatedly, as will be 
shown in further detail in section 3.2.2. However partly inconsistent result 
are provided by authors. Particularly the context of environmental threat has 
first recently become the focus of various studies. Consequently the author 
categorizes the relevant theory for this thesis as intermediate. 

3.1.3 Role and functions of slack 

In the early stages of literature concerning slack March and Simon already 
highlighted that there are various functions for slack in organizations. The 
fundamental role of slack is that it allows room for maneuver, both for in- 
vesting activity and for entrepreneurial behavior. Thus it enables internal 
and external adaptation processes (cf. March and Simon, 1958, pp. 187- 
188; Cyert and March, 1963, pp. 42-44). 

Bourgeois (1981, p. 31) describe several elementary functions of slack, 
which are primarily based on its fundamental role - room for maneuver. First 
they note that slack represents an inducement for organizational actors to 
remain within the system. Second, the authors mention that slack repre- 
sents a resource for conflict resolution. Third, they state that it acts as a 
technical buffering mechanism in the workflow process, and finally the au- 
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thors argue that slack is a facilitator of certain types of strategic and crea- 
tive behavior. Several authors, such as Cheng and Kesner (1997, p. 3) and 
Lin et at. (2009, p. 398) seize this concept of functions and distinguish be- 
tween slack as a resource to exploit opportunities regarding innovation and 
change and slack as a buffer from external contingencies to counter 
threats. 

In the next section of this thesis, the primary functions of slack (1-3) accord- 
ing to behavioral and resource-based theory are discussed. In addition a 
frequently debated negative view of slack (4) under agency theory is ex- 
plained. 

(1 )Slack as an inducement and a resource for conflict resolution 

(2) Slack as a buffer from the external environment 

(3) Slack as a facilitator of strategic behavior 

(4) Slack as a source for agency problems 

(1) Slack as an inducement and a resource for conflict resolution 

The function of slack as an inducement is based on the inducement- 
contribution schema developed and influenced by Barnard (1983), March 
and Simon (1958), and Cyert and March (1963) (cf. Sigerstad, 2004, pp. 
12-13). In their following work Cyert and March (1963, p. 36) define 6 slack 
as “payments to members of the coalition in excess of what is required to 
maintain the organization”. Such payments contain dividends to sharehold- 
ers, income to employees including bonuses and additional non-monetary 
factors as well as other benefits to managers that are above the necessary 
threshold (cf. Weidermann, 1984, p. 14). Therefore slack is the difference 
between resources which are required to obtain people’s contribution and 
total resources spent in this regard (cf. Bourgeois, 1981, p. 31). 

Expanding the concept of slack as an inducement Bourgeois (1981, p. 31) 
adds the idea of Moch and Pondy, who claim that “With sufficient slack 
there will be a solution to every problem [...]” (Moch and Pondy 1977, p. 
356, cited in Bourgeois, 1981, p. 31) Conflicts frequently arise between 
subunits of an organization due to divergent subunit interests and conflict- 
ing operational goals (e.g. between sales objectives, inventory goals and 



6 See also section 3.1.1 Definition and conceptualization of slack 
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production targets). In this context, slack can act as a resource for conflict 
resolution, as it gives the possibility to address a greater number of goals 
successively and facilitates decentralized decision making. 

Bourgeois III and Singh (1983, p. 44), who deal with the effect of organiza- 
tional slack on the behavior of management teams, confirm that an increase 
in recoverable slack reduces political behavior. Thus, recoverable slack 
prevents conflicts, at least in the short run. In contrast to that, the authors 
find that potential slack promotes political behavior but inhibits goal con- 
flicts. In other words, potential slack leads to increased formation of coali- 
tions and political behavior, but eventually results in better consensus of 
long-term goals. 

(2) Slack as a buffer from the external environment 

Another function of slack is concerned with the attempt to buffer the tech- 
nical core of an organization from environmental influences. The concept 
behind this idea is that slack reduces the amount of information that has to 
be processed and passed on between organizational subunits throughout 
the workflow (cf. Weidermann, 1984, p. 132). As an example, Bourgeois 
(1981, p. 31) mentions the attempt to absorb external fluctuations in sup- 
plies on the one hand, and demand on the other hand, by establishing in- 
ventories at both ends of the production cycle. Consequently the need for 
tight coordination between procurement and sales is minimized and a con- 
stant production flow is ensured. Besides, this function of slack allows a 
company to absorb inconsistencies between the external environment and 
the organizational structure, thereby reducing the need for organizational 
restructuring (cf. Chiu and Liaw, 2009, p. 323). 

According to Cheng and Kesner (1997, p. 3) this role of slack is specifically 
crucial for organizations which are highly affected by an uncontrollable ex- 
ternal environment, e.g. during economic recession or external crisis. 
Hence, as slack provides a resource buffer around the organizations core, 
conflicting external demands are absorbed and environmental uncertainty 
can be overcome. However, the authors note that the role of slack as a 
buffer may result in a weakened responsiveness to changes in the external 
environment. 

Likewise, Sharfman et at. (1988, p. 603) address the buffering mechanism 
of slack and discuss several aspects in which the functions of slack differ 
from those of other buffers. They argue that slack serves more functions 
than a mere buffer such as relieving internal pressures and resolving con- 
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flicts. Besides, slack is often used under different circumstances such as 
conflicting external demands, where other buffers are less effective. Finally 
the authors conclude that, if viewed from a long term perspective, slack 
functions as a key to survival and long-term effectiveness. 

(3) Slack as a facilitator of strategic behavior 

A number of studies on organizational slack suggest that one central func- 
tion of slack is that it enables companies to engage in strategic behavior 
and to create competitive advantages. As slack provides firms with suffi- 
cient resources to exploit external opportunities, it supports growth (cf. Chiu 
and Liaw, 2009, p. 323). 

Additionally, Bourgeois (1981, p. 31) suggests slack supports companies to 
make modifications to their strategy, as excess resources allow a firm to 
experiment more safely with new strategies such as the introduction of new 
products or market entrance strategies. Since slack shields an organization 
from external risk and protects it from possibly negative project outcomes, 
experimentation is more accepted when slack is present. Singh (1986, p. 
580) agrees with this perspective of slack. His study results confirm that 
[absorbed] slack is positively related to risk taking. Cheng and Kesner 
(1997, p. 3) add to the discussion, that firms with excess resources general- 
ly respond more aggressively to shifting environmental demands that re- 
quire action. 

A number of recent studies are concerned with the function of slack as a 
facilitator of strategic behavior. For example Nohria and Gulati (1996) ex- 
plore the effect of slack on innovation and find that slack resources are a 
major driver for innovative activities. Besides, Lin et al. (2009, p. 399) state 
that slack increases the ability to adapt to complex competitive landscapes, 
to launch new initiatives in response to opportunities in new markets or to 
expand globally. Similarly Tan (2003, pp. 741-742) suggests that slack is 
particularly beneficial during times of environmental turbulence and uncer- 
tainty for companies applying real options strategies. 

(4) Slack as a source of agency problems 

Opponents of slack suggest that high levels of slack result in agency prob- 
lems - breeding inefficiencies and inhibiting performance within the organi- 
zation (cf. Chiu and Liaw, 2009, p. 323). Agency theorists characterize 
slack as resources that motivate managers to behave in unbeneficial ways. 
In this regard, excess resources are accumulated by managers in order to 
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serve their own goals or interests (e.g. power, prestige and personal finan- 
cial gain), which are often not aligned with the company objectives (of. Tan 
and Peng, 2003, p. 1251). According to this theory organizational slack 
promotes administrative behavior while inhibiting entrepreneurial manage- 
ment and thus hindering growth (of. Bradley et at., 2011b, p. 540). 

Authors suggest that, when slack resources are present, suboptimal behav- 
ior regarding the strategic performance of a company arises. First of all, on- 
ly a limited number of strategic alternatives are identified because the 
search for strategic options is conducted less thoroughly due to the sense 
of security slack promotes. Moreover, the evaluation of those options is car- 
ried out with less scrutiny, making previously unacceptable alternatives ap- 
pear satisfactory due to the existence of slack. This commonly results in a 
high rate of failure and the pursuit of pet projects leading to low value add- 
ing innovations (of. Cheng and Kesner, 1997, p. 3; Bourgeois, 1981, p. 31). 

Lin et al. (2009, p. 404) confirm that [high-discretion] slack leads to subop- 
timal practices and self-serving decisions among managers. Resulting from 
high levels of excess resources, managers tend to behave undisciplined, 
inefficient, and irrationally optimistic. Also George (2005, p. 665) notes that 
in complex industries slack is frequently perceived as a guarantee for sur- 
vival, leading to suboptimal instead of performance-maximizing strategic 
choices. 

However, the agency problems associated with excess slack resources can 
be countered, through entrepreneurial management. Since highly entrepre- 
neurial oriented firms seek and exploit opportunities, the risk of becoming 
administrative and inward looking is diminished and such firms can use 
slack to enable growth (of. Heng and Xiuhao, 2010, p. 3). 

In conclusion, slack can have various advantageous but also unfavorable 
consequences, which partially depend on the type of organizational slack 
under investigation as well as on the characteristics of the respective firm. 
Excess slack resources can help to solve conflicts, minimize political behav- 
ior, buffer from environmental threats and enable experimentation and stra- 
tegic behavior (of. Lee, 2011, pp. 4-50). On the other hand, agency prob- 
lems, suboptimal behavior and inefficiency can be triggered by the pres- 
ence of slack (of. Chiu and Liaw, 2009, p. 324). The more entrepreneurial 
oriented a firm is, the more beneficial available slack resources can be used 
(of. Heng and Xiuhao, 2010, p. 6). 
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3.1.4 Antecedents of slack 

Slack can develop either as the result of a deliberate decision (intended) or 
as the result of inefficient use of resources (unintended). Intended slack is 
frequently accumulated deliberately for future use to exploit opportunities 
arising in the environment, whereas unintended slack generally accrues 
due to incomplete information about future developments in the environ- 
ment e.g. a more favorable environment than expected (cf. Scharfenkamp, 
1987, p. 62; Krcal, 2012, p. 698). In any case, slack resources must be visi- 
ble in order to actually be embraced by the term slack. Regarding intended 
slack, the visibility is basically given. Unintended slack on the other hand 
first has to be identified (cf. Sharfman et al., 1988, p. 602). 

Sharfman et al. (1988, pp. 603-611) come up with three categories of con- 
ditions that lead to the development of slack, including (1) environmental 
conditions, (2) the characteristics of the respective organization, and (3) the 
values and beliefs of the dominant coalition within the organization. The au- 
thors frequently distinguish between high and low discretion slack regarding 
these antecedent categories. 

Voss et al. (2008, p. 148) also describe possible conditions for the devel- 
opment of slack. However, they only focus on one of the above mentioned 
categories, namely characteristics of the organizations itself. The authors 
state that slack is accumulated due to good organizational performance in 
prior periods, as a planned buffer, or as a result of poor planning. 

In this thesis the antecedents of slack are described following the three cat- 
egories of conditions suggested by Sharfman et al. (1988, pp. 603-61 1 ). 

(1) Environmental conditions 

The environmental conditions affecting the development of slack include 
e.g. the rate and extent of environmental change, the availability of re- 
sources, and the structure of the market (cf. Sharfman et al., 1988, p. 603; 
Krcal, 2012, p. 693). 

First, slack develops as a response to changes in the environment (i.e. dy- 
namism). When having sufficient slack available, fluctuations in the envi- 
ronment can be absorbed. The occurrence of environmental change thus 
stimulates the development of slack. Slow and small changes in the envi- 
ronment can be dealt with, through low discretion slack such as inventory 
and excess capacity, ensuring a steady production flow. In a rapidly and 
strongly changing environment, responsiveness is a key factor. Therefore 
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high discretion and available slack such as cash and lines of credit etc. are 
essential (cf. Sharfman et al., 1988, p. 606). Also the availability of re- 
sources on the market (i.e. munificence) influences the amount and type of 
slack a company holds (cf. Sigerstad, 2004, p. 54). Sharfman et al. (1988, 
p. 606) argue that in growing markets fierce competition leads to resource 
scarcity. Often specific resources, such as qualified employees and ma- 
chine capacity are in great demand. Therefore slack is accumulated to 
avoid the shortage of these resources. In contrast to that, Krcal (2012, p. 
694) notes that in terms of resource availability, companies with a fairly 
easy access to financial resources often carry higher amounts of slack and 
are less threatened by dynamic environments. 

The structure of the market (nature of industry and stage in industry’s life 
cycle) influences which type of slack is likely to accrue. In service compa- 
nies slack generally develops in the form of high discretion slack (e.g. cash 
reserves), which is needed to deal with fluctuations in demand and to fi- 
nance resulting HR activities. In production companies generally physical 
inventory and machine capacity are essential factors, where advance in- 
vestments are usually more specific and higher than in service firms. Con- 
sequently low discretion slack is more likely to accrue in such firms. 

Besides, during the first stages of a company in the industry’s life cycle 
(emergent and growth phase) rapid changes call for high flexibility and low 
holding costs of resources. Consequently available slack, such as cash and 
credit commonly develops. When a company enters the maturity phase, ef- 
ficiency and specific resource requirements result in lower discretion for 
managers, hence absorbed slack is more likely to occur. Finally, in the de- 
cline phase the survival of the company becomes the focus, which is why 
maximum flexibility next to minimum holding costs is crucial (cf. Sharfman 
et al., 1988, p. 606). Additionally due to discontinued operations, previously 
absorbed resources become available again, leading to higher discretion 
(cf. Krcal, 2012, p. 693). 

(2) Organizational characteristics 

As characteristics in an organization, which influence the development of 
slack, Sharfman et al. (1988, p. 608) mention size, age, performance, tech- 
nology and internal stability. First of all, greater size and the resulting higher 
physical and financial capacity provide a company with more possibilities to 
accumulate slack. Therefore the larger a company is, the higher the abso- 
lute level of slack. Furthermore, a company’s age and maturity lead to im- 
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proved survival skills due to experience and learning. The older a company 
is the better it is able to predict specific resource needs. This results in the 
development of higher levels of particular low discretion slack (of. Sharfman 
et al., 1988, p. 608). George (2005, p. 665) agrees that the development of 
slack depends on the company’s age and confirms the positive relationship 
between age and [high-discretion and transient 7 ] slack resources. He main- 
tains that young firms often face resource constraints and normally know 
less about their specific resources requirements. 

Regarding performance as a condition for the development of slack, au- 
thors principally suggest a positive relationship between the two factors (of. 
Sharfman et al., 1988, p. 608; Cyert and March, 1963, p. 138; Voss et al., 
2008, p. 148). Accordingly, good performance enables a company to carry 
higher levels of slack. However, in this regard the environmental conditions 
such as dynamism of the market have to be taken into account. In a stable 
environment companies are less likely to hold unnecessary high levels of 
slack. Therefore Sharfman et al. (1988, p. 608) conclude that in calm envi- 
ronments good performance leads to low levels of slack, while in dynamic 
environments good performance leads to high levels of slack. 

The level of technology in a firm is an antecedent for slack, in the way that 
exceptions occur in the production process. The less predictable a compa- 
ny’s technology, the more high discretion slack it will hold. Similarly, the 
more predictable the requirements for the production process, the more low 
discretion slack will be required (of. Sharfman et al., 1988, p. 608; Krcal, 
2012, p. 694). With respect to the internal processes of an organization, in- 
ternal stability affects the development of slack since an unstable internal 
situation leads to more internal conflicts and increased political behavior 
among managers. To be able to satisfy various divergent needs a company 
needs slack resources allowing high discretion (of. Cyert and March, 1963, 
p. 42; Sharfman et al., 1988, p. 609). 

Majumdar (1998, pp. 379-380) adds to the discussion, that large amounts 
of slack are typically held by companies who experience soft budget con- 
straints. His research focuses on resource utilization and performance in 
Indian state owned firms. The author argues that the survival and expan- 



7 George (2005, p. 664) defines transient slack as “excess resources available after re- 
source demands for operations have been met.” He does not distinguish between high- 
discretion and low-discretion slack in this definition. 
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sion of state owned companies is decided and supported by the state, re- 
gardless of the capabilities and performance of the respective firm. Hence, 
inefficiencies and indifference about the performance resulting from the ab- 
sence of external pressure lead to the development of large amounts of 
slack resources and wastage in resource utilization. 

(3) Values and beliefs of the dominant coalition 

The values and beliefs of the dominant coalition are essential for the devel- 
opment of organizational slack, as the decision to acquire or to reduce slack 
is made collectively. It is important to realize that such management deci- 
sions are partly irrational. A collective decision reflects the interests of the 
dominant coalition including their tendency towards political behavior and 
risk preferences. Moreover all decisions are influences by organizational 
culture (cf. Sharfman et at., 1988, p. 609). A key function of the organiza- 
tional culture is that it shapes the company values and influences their 
members’ decision making and behavior. This includes ethical standards as 
well as moral practices within the organization. The nature of the organiza- 
tional culture consequently influences the degree to which slack is created 
(cf. Dunk and Nouri, 1998, p. 85). 

The aspect of political behavior among the dominant coalition has already 
been addressed in early definition of slack by Cyert and March (1963, p. 
42). As discussed before 8 , one function of slack is to resolve conflicts. Slack 
can reduce political behavior by allowing a company to address various in- 
terests simultaneously. Therefore the fight over resources between mem- 
bers of the coalition is minimized. As explored by Bourgeois III and Singh 
(1983), different types of slack have different effects on political behavior. 
Recoverable slack has a strong negative relationship to political behavior 
while potential slack has a strong positive relationship. The main reason for 
the opposite effect is that recoverable slack is already absorbed and there- 
fore not interesting for political behavior, whereas potential slack is highly 
discretional. Sharfman et al. (1988, p. 610) suggest an opposite causal rela- 
tionship to explain the development of slack. In an organization with strong 
political behavior a higher level of slack is needed to resolve existing con- 
flicts. Regarding the level of discretion, recoverable slack is primarily pre- 
sent, as it is already absorbed. Available slack on the other hand is subject 
to political behavior and therefore immediately claimed by managers. 



8 See section 3.1.3 Role and functions of slack 
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Sharfman et al. (1988, p. 611) claim that the risk attitude of the dominant 
coalition, being a collective usually is more extreme than the attitude of sin- 
gle individuals. In opportunity situations the dominant coalition acts risk ad- 
verse in order to maintain gains, resulting in higher level of slack. When fac- 
ing threats the collective becomes more willing to take risks in order to pre- 
vent losses, hence the company typically holds less slack. 

In summary, it can be said that the development of organizational slack de- 
pends on a combination of environmental conditions (e.g. dynamism, munif- 
icence, market structure), characteristics of the organization (e.g. age, size, 
technology, internal stability) and the values and beliefs of the dominant co- 
alition (e.g. risk attitude, tendency towards political behavior). Depending on 
the specific characteristics of a firm and its environment, different forms of 
organizational slack are more likely to be accumulated. 

3.1.5 Measurement of slack 

A great number of studies exist, where one or more measures of organiza- 
tional slack are used as dependent or independent variables (cf. Daniel et 
al., 2004, p. 567). However, various different indicators are applied, ranging 
from public financial data, to ratios based on managers’ perceptions gath- 
ered through survey data (cf. Lawson, 2001, p. 126). Besides, while some 
studies use a single measure for slack, others apply multiple measures (cf. 
Greenley and Oktemgil, 1998, p. 382). 

Already in the 1980s the operationalization of slack took a central role in 
literature, and first empirical tests were performed. In the study “On the 
Measurement of Organizational Slack” Bourgeois (1981) focuses on the 
functions of slack and how they can be measured. This work is a theoretical 
contribution to the discussion of the measurement of slack, as no empirical 
testing is done. The author suggests the primary use of public financial data 
and subsequently additionally measurement of slack through collected data 
directly from the company or its members. Regarding the level of analysis 
at which to study the functions of slack, several units are proposed. Accord- 
ing to the specific research question, individual, sub-unit or organizational 
levels can be most appropriate. The financial indicators the author recom- 
mends include retained earnings, dividend payout, general and administra- 
tive expenses, working capital/sales, debt/equity ratio, price/earnings ratio, 
etc. Some of these measures are among the most frequently applied in re- 
cent literature. 
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Likewise, Marino and Lange (1983, pp. 90-91) are concerned with the 
measurement of slack. They note that since organizational slack can arise 
in a variety of forms, the attempt to measure it directly is problematic. 
Therefore changes are investigated e.g. in comparison to industry financial 
ratios or previous periods (of. Marino and Lange, 1983, p. 82). Additionally, 
a distinction between absolute and relative measures can be made. Abso- 
lute measures explore if a company holds a high or low amount of slack 
compared to its industry or a group of firms. Relative measures on the other 
hand, examine whether a company is gaining or losing slack over time (of. 
Bourgeois, 1981, p. 37, Marino and Lange, 1983, pp. 83-84). The use of 
relative measures is recommended when a monotone relationship is pre- 
sent between slack and the other variable of interest, and only the direction 
of change is relevant. Absolute measures are appropriate when the de- 
ployment of slack is the focus, implying some threshold level of slack, which 
permits discretionary use (of. Marino and Lange, 1983, pp. 90-91). 

Bourgeois (1981, p. 37) makes another distinction between indicators for 
slack generated from internal and external sources. Changes in internal 
sources of slack are created by management and actively influenced by 
managerial policy. This includes e.g. retained earnings, dividend payout 
and working capital. External sources of slack are induced through external 
factors, such as the firm’s credit rating, stock price / earnings ratio, etc. 

Later, Bourgeois III and Singh (1983) apply the financial indicators previ- 
ously suggested by Bourgeois (1981, p. 30) using financial data from annu- 
al reports to examine the effect of slack on strategic and political behavior. 
They use relative measures, detecting the change in the amount of slack 
resources from the previous year and distinguishing between slack gaining 
and slack losing conditions. The authors show that different types of slack 
and hence different measures of slack effect strategic behavior differently. 

Two methods of measuring slack are well established in the literature. 
Some authors use survey data based on managerial assessments, collect- 
ed e.g. through questionnaires or interviews, while others rely on financial 
data. Both approaches have their advantages, as pointed out in the follow- 
ing section (of. Lin et al., 2009, p. 402). Studies using managerial assess- 
ments of slack resources include e.g. Nohria and Gulati (1996), Tan and 
Peng (2003), Heng and Xiuhao (2010) and Elmassri and Harris (2011). 

Nohria and Gulati (1996) collect survey data through a self-report question- 
naire from functional department managers at subsidiaries of two major 
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multinational corporations. They measure slack based on estimates of how 
much the participants would expect to be affected by sudden changes e.g. 
in operating budget or working time. Similarly Tan and Peng (2003), as well 
as Heng and Xiuhao (2010), use a survey questionnaire for data collection. 
Distinguishing between two types of slack, the authors ask for an assess- 
ment on whether firms have been operating below engineered capacity for 
measuring absorbed slack. Unabsorbed slack is measured based on 
whether a firm has sufficient retained earnings for market expansion, 
whether a pool of financial resources is available for discretionary use, and 
whether the firm is able to secure necessary bank loans. Elmassri and Har- 
ris (2011) on the other hand, apply a case study method and conduct struc- 
tured interviews in a state owned Egyptian firm. The predetermined inter- 
view questions focus on the aspects budgetary participation, information 
asymmetry, budget emphasis and propensity to create slack. Additionally, 
several questions concerning behavioral aspects are asked. 

An advantage of studies based on managerial assessments is that complex 
relationships can be explored, which are not easily allegeable through a 
simple causal model or by statistical tests (of. Elmassri and Harris, 2011, p. 
281). A frequent problem however is that managerial assessments are 
based on subjective estimates of individuals, which highly depend on partic- 
ipants’ perception. Managers may not be able to accurately assess the sit- 
uation or may not be willing to make such a revelation, which may lead to 
biased results (of. Sigerstad, 2004, p. 44; Nohria and Gulati, 1996, p. 1253). 

Studies applying financial ratios from publicly available data are more fre- 
quently found in recent literature (of. Lin et al., 2009, p. 402). When using 
measures for slack based on financial data the issue of perceptional differ- 
ences can be avoided. While such measures are more objective and readily 
available, they may provide less rich and profound information. 

Lin et al. (2009, p. 402) state that the most commonly used financial indica- 
tors for slack are current ratio and debt/equity ratio. Likewise Daniel et al. 
(2004), who performed a meta-analysis based 66 prior studies, find that the 
majority of studies exploring available slack apply current ratio as an indica- 
tor. Besides, more than half of the studies under investigation relating to 
potential slack apply either debt/equity ratio or equity/debt ratio as an indi- 
cator.Table 2 gives an overview of the types of slack investigated, applied 
measurement and context of several recent studies of organizational slack 
based on financial data. 
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The recent studies from 2003 to 2012 shown in Table 2 underpin the men- 
tioned findings of Daniel et al. (2004). 

Nine of the listed studies employ current ratio or quick ratio as an indicator 
for available, high discretion or unabsorbed slack. This is more than half of 
the 14 studies that are concerned with these forms of slack. Furthermore, 
all of the seven studies investigating potential or low-discretion slack em- 
ploy debt/equity or equity/debt ratio as an indicator. General and adminis- 
trative expenses divided by sales or sales, general and administrative ex- 
penses divided by sales are a common indicator for absorbed or recovera- 
ble slack, employed in six of the seven studies that examine these forms of 
slack. 

Other common measures for slack include cash reserve, which was used 
three times for available, financial and high discretion slack, as well as re- 
sources availability minus resource demand e.g. in the form of working 
capital, which was used three times for financial or transient slack. For hu- 
man resource slack, sales per employee or reversed (total number of em- 
ployees divided by sales) and the percentage of full time staff are common- 
ly used. 

When looking at the indicators employed it becomes clear once more that 
there is a certain amount of overlap among the classifications and 
measures of slack (cf. Mousa, 2009, p. 40; Moses, 1992, p. 59). For in- 
stance, the current ratio was utilized as a measure of unabsorbed slack, 
available slack, and generated slack. While debt/equity ratio or inverted was 
used as an indicator for both potential and low discretion slack. In addition, 
when studying the effect of slack on organizational aspects such as perfor- 
mance, it is important to be aware of the fact that the measure employed for 
slack as well as performance has a crucial influence on the outcome of the 
study (cf. Sigerstad, 2004, p. 44). 

3.1.6 Potential utilization of slack 

In order to discuss potential ways of deployment of slack it is necessary to 
take a closer look at the prerequisites for the utilization of slack in general. 
In the literature the ability to plan slack, its visibility and its employability are 
suggested as factors that are crucial for the utilization of slack. 

First, as previously discussed, organizational slack can develop intended if 
it is generated deliberately for future use (i.e. planned), or unintended if it is 
accumulated unknowingly as a result of incomplete information (cf. 
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Scharfenkamp, 1987, p. 62; Krcal, 2012, p. 698). Second, irrespective of 
the ability to plan slack it must be visible to managers in order to be used. 
This visibility implies that slack is identifiable and measureable. While in- 
tended slack is visible by definition, unintended slack has to be identified 
first (cf. Sharfman et al., 1988, p. 602). Finally employability, which refers to 
the availability of slack in the future, is essential. Depending on where slack 
is located within a company, slack resources have to be either available or 
recovered before they can be deployed for any purpose (cf. Krcal, 2012, p. 
700). When these conditions are present, slack can be deployed for a varie- 
ty of strategic purposes. As mentioned in section 3.1.2 History of slack in 
literature, recent studies on slack resources examine its effect on (1) inno- 
vation, (2) acquisitions and internationalization, (3) growth, (4) risk taking, 
and (5) performance. These potential purposes of utilization of slack are 
discussed in this section. 

(1) Innovation 

Two authors that strongly influenced the literature about the link between 
slack and innovation are Nohria and Gulati. They argue that on the one 
hand slack facilitates experimentation while on the other hand it diminishes 
discipline over innovative projects, resulting in an inverse U-shaped rela- 
tionship. Correspondingly, the authors suggest that there is an optimum 
level of slack in every organization (cf. Nohria and Gulati, 1996; Nohria and 
Gulati, 1997). Herald et al. (2006) extend Nohria and Gulati’s (1996) studies 
on slack and innovation by using various measures for bot variables for a 
cross-sectional sample and two time periods. They find support for the sug- 
gestion of a curvilinear relationship and the existence of an optimum level of 
slack (cf. Herald et al., 2006, p. 384). Heng and Xiuhao (2010, p. 3) exam- 
ine the unfavorable impact of slack on innovation in the light of entrepre- 
neurial orientation. They conclude that high entrepreneurial orientation in a 
firm enables the efficient use of slack resources for innovation. Hence the 
disadvantages of slack, promoting undisciplined innovation activities and 
the investment in pet projects, are reduced by entrepreneurial manage- 
ment. 

Katila and Shane (2005) investigate the innovativeness of new firms based 
on their lack of resources, taking into account environmental conditions. 
They argue along the contingency theory that the value of resources heavily 
depends on the context in which they are used, namely the environment in 
which the company is operating. In other words, the level of resources 
alone is not sufficient to determine if a company is innovative. In fact the 
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authors state that the external environment heavily influences the value of 
resources and therefore their effect on innovation. 

The call for a more contextual approach is answered e.g. by Voss et al. 
(2008) and Zona (2012). The results of Voss et at. (2008) show that under 
external threat, unabsorbed slack is positively connected with exploration 
but negatively with exploitation. This implies that in times of crisis compa- 
nies follow offensive strategies and use slack to counter threats and allow 
for long term success. However, when environmental threat is low, risk is 
generally avoided and financial and customer relational slack is rather pre- 
served which inhibits product exploration but fuels product exploitation. Zo- 
na (2012) comes to a similar conclusion. The author points out a dilemma 
that arises during a crisis. While the reduction of risk and investment can be 
essential for short term survival, increased risk taking and investments in 
innovation is vital to ensure competitive advantage and long term success. 
The study results show that slack resources provide protection against un- 
favorable events resulting in less risk aversion. Correspondingly a higher 
amount of slack leads to more innovation investment during crisis. 

In summary, several studies highlight the beneficial view of slack regarding 
innovation. Yet, while slack can be used to increase innovation, it bears the 
threat of inefficient or undisciplined investment. This disadvantageous use 
of slack can be reduced by entrepreneurial orientation. Additionally, the en- 
vironment influences the effect of slack on innovation. When external threat 
or crisis are present, slack (particularly unabsorbed slack) increases risk 
taking and leads to more innovation and product exploration enabling long- 
term performance and future growth. 

(2) Acquisitions and internationalization 

Iyer and Miller (2008) and Lin et at. (2009) provide similar arguments con- 
cerning the impact of slack on acquisitions. They agree that high amounts 
of unabsorbed slack result in increased engagement in acquisition and ac- 
tivities and market expansion. The authors argue that when reaching a suf- 
ficient level, slack is perceived as a buffer for the risk related to the acquisi- 
tion and integration of another firm. Likewise, slack facilitates the search 
and generates opportunities for change, resulting in more experimentation, 
acquisitions and increased internationalization activities. Thus, Iyer and Mil- 
ler (2008, p. 811) conclude that unabsorbed slack is a major driver for ac- 
quisitions. However, Lin et at. (2009, p. 404) point out that at lower levels, 
slack can inhibit internationalization due to irrational optimism and self- 
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interested decisions of managers. Therefore they suggest a U-shaped rela- 
tionship between high discretion slack and internationalization. 

Wan and Yiu (2009) apply an environmental perspective on the relationship 
and note that slack becomes especially beneficial during environmental 
jolts, when resources are scarce. Hence, in a threatening external environ- 
ment unabsorbed slack positively influences performance and acquisition 
activities, irrespectively of the amount. The authors state that the negative 
impact of slack, suggested e.g. by Lin et at. (2009, p. 404) dissolves during 
environmental jolts. In other words, in a munificent environment slack can 
lead to irrational optimism and self-interested decisions (such as inappro- 
priate, overpriced acquisitions), but when environment is resource scarce 
slack becomes a crucial factor for acquisitions and performance. 

Patzelt et at. (2008) focus their investigation on the utilization of slack to 
form new strategic alliances. They state that high discretion financial slack 
is viewed as a substitute for alliances, resulting in a direct negative relation- 
ship. Generally managers seem to prefer internally controlled resources 
over external resources. When examining non-financial capabilities as an 
intervening variable, the situation differs. Managers, who have high discre- 
tion financial slack at their disposal, commonly attempt to compensate 
weaknesses in their company’s existing capabilities through alliances. Con- 
sequently high levels of financial slack lead to an active search for the for- 
mation of new strategic alliances in case a firm has weaknesses in its exist- 
ing capabilities. 

In conclusion, unabsorbed slack such as financial slack leads to more ac- 
quisition and internationalization activities, especially if it is available in high 
levels. Similar to the potential disadvantageous effect of slack on innova- 
tion, it can also lead to inefficiencies and unfavorable acquisitions. However 
during environmental threat or crisis the effect of slack on acquisitions be- 
comes increasingly positive. Besides, when a weakness is perceived in a 
firm’s capabilities, financial slack enables a firm to compensate through alli- 
ances. 

(3) Growth 

Following Penrose’s growth theory and the idea that idle resources as well 
as the recombination of existing resources provide an opportunity for firm 
growth, Bradley et at. (2011b) investigate the slack-growth link. They find 
that financial slack positively effects growth through the exploitation of cur- 
rent resources, while high levels of financial slack inhibit entrepreneurial 



Slack 



43 



management and lead to lower exploration of new opportunities. They con- 
clude that this demonstrates the dual effect of slack on growth. On the one 
hand growth is boosted through the use of idle resources and traditional 
means like market expansion, while on the other hand it is inhibited be- 
cause of less creative recombination of existing resources (cf. Bradley et 
al., 2011b, pp. 548-549). The results of Voss et at. (2008) basically support 
these findings. However, when additionally considering the external envi- 
ronment, the authors report that the relationship reverses. Under threat, 
managers become more risk seeking, entrepreneurial oriented and foster 
the exploration of new opportunities, while product exploitation becomes 
secondary. 

Mishina et al. (2004) examine the effect of slack on short term sales growth 
in a sample of manufacturing companies, managed by successful entrepre- 
neurs. Their results show that different types of slack have essentially differ- 
ing effects. While financial slack facilitates product expansion, human re- 
source slack inhibits it. On the other hand, market expansion is facilitated 
by HR slack. The authors conclude that expansion strategies alone are not 
directly related to growth (cf. Mishina et at., 2004, p. 1191). 

The above mentioned studies point out once more that slack can impact a 
firm negatively. By inhibiting entrepreneurial management and thus reduc- 
ing the exploration of new opportunities slack impedes growth. However, 
when facing external threat, the arguments of authors studying the implica- 
tions of slack for growth support a beneficial view of slack. 

(4) Risk taking 

As mentioned before, Singh (1986) provide evidence that slack encourages 
risk taking. Specifically he argues that good performance increases the lev- 
el of slack, which subsequently promotes risk taking. Moses, 1992 draws 
upon the work of Singh (1986) and investigates risk taking in terms of prod- 
uct pricing strategies. The author confirms that increased organizational 
slack results in more risky strategic decisions concerning product pricing, 
since slack buffers from failure. Likewise, the results of Martinez and Ken- 
dall (2006) confirm that generally in a competitive environment, high levels 
of available slack as well as potential slack induce risk taking. They argue 
that when competition is high, companies use slack as a buffer from poor 
performance. 

Voss et al. (2008) as well as Zona (2012) also account for the association 
of slack and risk taking in their study of the slack-innovation link. Zona 
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(2012, p. 54) shows that past successes lead to a stronger risk seeking atti- 
tude of the CEO, but this effect is contingent on organizational slack re- 
sources. Voss et at. (2008) focus on the interaction between the external 
environment and risk taking. The authors point out that environmental threat 
leads to higher risk seeking behavior and the deployment of slack for in- 
vestments in product exploration, while in calm environments risk is gener- 
ally avoided and slack is conserved. 

Overall authors agree that slack induces risk taking behavior. However, the 
question of the resulting effect on performance is unanswered. While some 
authors investigating risk taking behavior stress the negative impact of risk 
taking on performance. Others perceive risk taking as a crucial factor to en- 
able competitive advantage, performance and long term success. 

(5) Performance 

One of the most frequently discussed topics regarding organizational slack 
is its influence on performance. A great number of studies investigate how 
slack resources can be deployed to improve performance, using various 
measures and contexts. Besides, the variables and associations from the 
above mentioned studies of slack (with innovation, risk taking, growth, etc.) 
can be viewed as intervening variables between slack and performance. 
However, they do not give direct evidence on the slack-performance link (of. 
Mousa, 2009, p. 31 ). 

Daniel et at. (2004) provide a meta-analysis of previous studies, reviewing 
80 samples from 66 studies on relationship between slack and perfor- 
mance. They note that generally a positive effect of slack on performance is 
found. Tan (2003) and Tan and Peng (2003) criticize that the slack- 
performance link has previously only been tested in developed economies 
and suggest that the environmental context plays an important role. Later 
Su et at. (2009) and Ju and Zhao (2009) both replicate and extend the work 
of Tan and Peng (2003). Su et at. (2009) examine the moderating effect of 
the environmental factors munificence and dynamism on the relationship 
between slack and performance and Ju and Zhao (2009) suggest that the 
relationship is moderated by ownership type and competitive intensity in the 
environment. Other authors that take certain environmental factors into 
consideration are e.g. Latham and Braun (2009) and Bradley et at. (2011a). 
Latham and Braun (2009) explore the slack-performance link during eco- 
nomic downturn and recession, while Bradley et at. (2011a) investigate the 
role of slack in connection with value creation and performance, laying a 
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special focus on environmental dynamism and munificence. George (2005) 
attempts to apply the findings from previous studies of publicly traded firms, 
on privately held firms, while Wefald et al. (2010b) study the performance 
effect of slack, specifically controlling for industry type. Additionally, Wefald 
et al. (2010a) point out that the impact of outliers is one factor that partially 
explains previously reported contradictory results. Other authors, who are 
concerned with the utilization of slack to improve performance, are e.g. 
Greenley and Oktemgil (1998), Lee (2011), Chiu and Liaw (2009), Vanack- 
er et al. (2013), Modi and Mishra (201 1 ), and Love and Nohria (2005). 

The existing theories and investigations of the association of slack with per- 
formance relationship will be discussed in more detail in section 3.2 The 
relationship between slack and performance. 

All in all, a great variety of scholars performed studies on the utilization of 
slack and its effect on organizational phenomena. When comparing the re- 
sults it has to be noted that different types and levels of slack have different 
effects and lead to different strategic actions. Although there is still no broad 
agreement, the majority of authors view slack as beneficial. Particularly the 
influence of environmental factors provides valuable perspectives on organ- 
izational slack. 

Several authors suggest that the lack of evidence for the successful utiliza- 
tion of slack resources is due to the lack of consistency in the research de- 
sign, measurement of variables and techniques of analysis. For instance, 
different and partially overlapping classifications for slack as well as differ- 
ent types of slack are used to explore its effects. Furthermore, various var- 
iables are applied to measure slack as well as the other variable of interest 
(e.g. innovation, risk taking or performance) and different moderator varia- 
bles are used. In addition, diverse sample characteristics and contexts are 
utilized (cf. Mousa, 2009, pp. 30-31; Greenley and Oktemgil, 1998, pp. 
382-383). 

3.2 The relationship between slack and performance 

The focus of this study lies on the link between slack and performance. This 
has been a popular research topic in recent as well as in earlier literature. 
As elaborated above, two contrasting perspectives on slack (resource 
based view and behavioral theory vs. agency theory) are present. Studies 
have shown that the specific results on the effect of slack on performance is 
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highly dependent on the measures and types of slack used, as well as the 
context in which the relationship is studied. 

3.2.1 Definition of performance 

Before looking at the influence slack resources have on performance in 
more detail, it is essential to define the term performance in this context and 
determine how performance is measured. 

This thesis examines the financial performance of organizations, which can 
be broadly described as a measure of change in the financial condition of a 
firm. In this regard, an organization is viewed as a voluntary association of 
human, physical and capital resources, aiming to achieve a particular com- 
mon objective. The financial outcome in an organization results from man- 
agement decisions and their implementation. To a large extent, the collec- 
tive purpose of the organization determines what the desired outcome is. 
Correspondingly, neither in literature nor in practice an agreement on the 
best measures for performance exists. Instead, the definition of perfor- 
mance is generally governed by the underlying theory and research pur- 
pose (cf. Carton and Hofer, 2007, pp. 2-7). 

The construct of performance can be broken down into multiple dimensions, 
e.g. financial, operational or stakeholder dimension. In this thesis, the finan- 
cial performance is of interest. However, a variety of interacting sub- 
categories of financial performance exist, e.g. profitability, growth, efficien- 
cy, liquidity, etc. When a firm shows good performance in one of the cate- 
gories, this might affect another performance metric negatively. For in- 
stance, a firm might sacrifice profitability or efficiency in the short term in 
order to boost long term growth or ensure survival (cf. Carton and Hofer, 
2007, pp. 56-58). 

Various ways of measurement are proposed for the different dimensions of 
performance by previous authors. Just as no ideal measure for overall or- 
ganizational performance is agreed upon, no measurement model that ac- 
curately represents the multiple dimensions of the performance construct 
exists (cf. Carton and Hofer, 2007, p. 25). Instead, the best definition of a 
metric for performance always depends on the specific purpose of meas- 
urement and the decision the metric should support (cf. Losbichler et a!., 
2012, p. 125). The large variety of suggested measures can be divided into 
several categories, as shown in Figure 4. 



The relationship between slack and performance 



47 




Figure 4: Categories of Performance Measures 
adapted from Carton and Hofer (2007, pp. 61-63) 

In this thesis an accounting measure is used to determine the financial per- 
formance of the sample firms. Accounting measures are based upon the 
financial statements of a company and generally represent ratios or per- 
centages for past financial performance. 

Several subcategories exist for accounting measures, as presented in the 
figure above (cf. Carton and Hofer, 2007, p. 63). More precisely, in this the- 
sis profitability is measured. Profitability ratios are based on companies’ 
earnings (such as net income, operating income, or earnings before tax) 
and capital required for the generation of those earnings (cf. Losbichler et 
at., 2012, p. 125). Profitability measures are among the most commonly 
used measures to assess the financial performance of a company (cf. Car- 
ton and Hofer, 2007, p. 82). 

Accounting measures for profitability have several limitations. The main is- 
sue is that different accounting principles exist (e.g. US GAAP, IFRS, and 
various national GAAP). These accounting principles generally allow the 
use of alternative and equally accepted accounting methods for similar 
transactions. Thus, for instance earnings figures can be calculated in vari- 
ous ways. 
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Although generally a certain consistency is required once an accounting 
method is chosen, changes in accounting methods might occur under spe- 
cific circumstances. Such a change for financial reporting purposes can 
substantially affect the reported earnings, even though the company’s ob- 
jective performance might be unchanged. Consequently, accounting 
measures can be unreliable when compared between different firms and / 
or between different years (cf. Venanzi, 2012, p. 2). Additionally, accounting 
measures are subject to managerial discretion and reporting dates. Esti- 
mates made by managers can significantly affect earnings and accounting 
measures of performance (cf. Losbichler et al., 2012, p. 126; Carton and 
Hofer, 2007, p. 67). 

In this thesis return on assets (ROA) is used to determine the financial per- 
formance of the sample firms. Basically, ROA measures an organization’s 
ability to utilize its assets to create performance, expressed as a percent- 
age of profit that a firm earned in relation to its overall assets. ROA is cho- 
sen to measure financial performance because several authors emphasize 
that this measure is widely used and most appropriate to operationalize per- 
formance in comparison to slack (cf. Lee, 2011, p. 10; Chiu and Liaw, 2009, 
p. 328). Other indicators for performance in slack research are profit values 
like EBIT, gross profit and pre-tax profit as well as ratios like ROE, ROI and 
ROS 9 . One advantage of profitability ratios like ROA is that they do not 
solely measure profitability in terms of earnings, but in reference to the capi- 
tal required (cf. Losbichler et al., 2012, p. 125). 

Various formulas for the calculation of the measure ROA exist in the litera- 
ture. Although several studies emphasize that ROA is widely used in slack 
literature (cf. Lee, 2011, p. 10; Chiu and Liaw, 2009, p. 328), authors apply 
different definitions of the metric. Moreover, some authors use ROA as a 
performance metric, but do not state the exact definition applied (e.g. Lat- 
ham and Braun, 2009; Chiu and Liaw, 2009; Greenley and Oktemgil, 1998). 
The standard definition of ROA is net income divided by total assets. One 
problem with this definition is that the nominator and denominator are not 
fully comparable. The interest expense has to be added to the net income 
when compared to total assets, since it has been generated through the 
total assets in the same period (cf. Losbichler et al., 2012, p. 125). The 



9 See Table 3 for a review of applied measures for performance in recent studies 
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standard definition also does not specify whether extraordinary P/L such as 
restructuring charges, unusual or nonrecurring items and results from dis- 
continued operations should be included. Besides, profit before tax instead 
of net income can be applied in order to cancel out any taxation differences 
as well as extraordinary P/L (of. Krause and Arora, 2010, p. 41). Some au- 
thors on the other hand focus on operating profit before interest, taxes, de- 
preciation and amortization, thereby excluding e.g. differences in the capital 
structure of firms (e.g. Love and Nohria, 2005; Ju and Zhao, 2009). Each of 
these definitions has its advantages. In this study, the following three defini- 
tions of ROA are applied in order to demonstrate the implications of differ- 
ing definitions. 



ROA ni - 



Net Income 
Total Assets 



ROA 



pre-tax 



P/L before tax 
Total Assets 



EBITDA* 

ROA ebitda - Totg| Assets 

* EBITDA = Earnings before interest, taxes, depreciation and amortization 



It has to be noted that ROA differs considerably across industries, not only 
because of different accounting policies, but also due to differences in firms’ 
capital intensity, financial structures, and average amount of total assets (of. 
Carton and Hofer, 2007, pp. 84-85). Since one single industry from a speci- 
fied region is investigated in this thesis, the effects of industry differences 
are eliminated. Furthermore, to minimize the problem of differing accounting 
methods to some extent in this thesis, only firms reporting consolidated 
IFRS financial statements are included in the sample. 

3.2.2 Theories and findings on the relationship 

As mentioned before, the association between slack and performance is the 
topic of a great number of studies in early as well as recent literature. Dan- 
iel et at. (2004) review and compare previous studies concerned with slack 
and performance. They report that existing results on the relationship are 
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somewhat inconclusive. The findings of the reviewed studies show partial 
support for a positive linear, negative linear as well as curvilinear relation- 
ship between slack and performance. Likewise recent studies indicate 
mixed results. While some recent authors (e.g. Bradley et at., 2011a; Lee, 
2011; Su et at., 2009) find a positive linear relationship other authors (e.g. 
Ju and Zhao, 2009; Tan and Peng, 2003) report a negative association of 
performance with some types of slack and yet others (e.g. Wefald et at., 
2010a; Chiu and Liaw, 2009; Love and Nohria, 2005) argue that a curviline- 
ar relationship exists. 

A problem which contributes to this inconsistency of results is the fact that 
the used samples and measurements differ widely. Furthermore, different 
slack types, like available, recoverable and potential slack, interact differ- 
ently with performance measures (of. Daniel et at., 2004, p. 565; Sigerstad, 
2004, p. 44). In addition, methodological issues exist among previous stud- 
ies. While some authors apply one measure, others use multiple measures 
for slack and / or performance (of. Greenley and Oktemgil, 1 998, p. 378). 

The results of Daniel et al.’s (2004, pp. 571-572) meta-analysis, which is 
based on 80 samples of US firms, overall show a positive influence of slack 
on performance. This supports the arguments of behavioral theory and re- 
source based view that slack is a valuable resource which can be used as a 
strategic tool. The authors highlight that the type of slack used has a signifi- 
cant influence on the strength of the slack-performance relationship. Since 
available and potential slack are readily deployable and allow for high man- 
agerial discretion, those slack resources have a stronger influence on per- 
formance. Recoverable or absorbed slack on the other hand, is harder to 
access and therefore does not affect performance in the same extent. 

Table 3 presents recent studies from 1998 to 2012 concerned with the as- 
sociation of slack and performance. Specifically it shows which types of 
slack were examined, how many and which measures were used, in which 
context the relationship was studied and what the main findings were. 
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This review of recent studies shows various inconsistencies, which largely 
correspond to the concerns previously pointed out by Daniel et at. (2004) 
and Greenley and Oktemgil (1998). The main issues, which the review of 
studies shows are (1) differences in types of slack examined, (2) differ- 
ences in measures for slack and performance, (3) differences concerning 
the sample, as well as (4) differences concerning the context. 

(1) Differences in types of slack examined 

In the listed studies various types of slack are examined. Unabsorbed and 
absorbed, available, recoverable, and potential, generated and invested, 
transient as well as financial and human resource slack are all common 
classifications of organizational slack. It is important to note that there is a 
strong overlap between the categories used for types of slack. For a better 
overview the distinct forms of slack can be subsumed in two main pools 
along the dimension of recoverability. 




Figure 5: Pools of slack categories corresponding to the dimension of recoverability 



The types of slack in each pool share similar characteristics. While the easy 
to recover types of slack are currently not committed to specific operations 
and can be deployed rather easily, the hard to recover types are integrated 
into the company’s system and therefore less flexible in their utilization. Po- 
tential and transient slack can feature characteristics of both forms, which is 
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why they are represented in separate circles. For definitions of the specific 
types see section 3.1.1 Definition and conceptualization of slack. 

Taking a look at the two main pools of slack and their influence on perfor- 
mance according to the listed studies, partially mixed results are present. 
Thirteen out of the fifteen studies listed in Table 3 investigates some type of 
slack that is easy to recover. Out of these, eight studies find a positive rela- 
tionship between slack and performance, while two studies report an in- 
verse U-shaped, and three studies provide mixed results. Therefore it can 
be said that generally easily recoverable and readily available slack is a 
valuable resource to improve performance. That is, this type of slack has a 
beneficial effect on performance. 

On the other hand, ten studies include measures for some of the hard to 
recover types of slack. In this context, the findings of the studies are rather 
conflictive. While three studies report a negative effect of slack on perfor- 
mance, one study reports a positive impact and two studies report mixed 
results. Four other studies find a curvilinear relationship, whereof one states 
a U-shaped relationship while three studies report an inverse U-shaped 
connection. As these results show, there is less agreement concerning the 
effect of not readily available slack on performance. This may be due to the 
fact that those types of slack can be absorbed in different business opera- 
tions, resulting in various effects on performance. 

(2) Differences in measures of slack and performance 

Another difference among the reviewed studies, which leads to inconsistent 
results, is that some authors use one measure for slack while others use 
multiple measures. The same fact holds for the employed measures of per- 
formance. In the fifteen studies under investigation, the number of 
measures ranges from one single measure for each slack and performance 
(employed by e.g. Bradley et at., 2011a and Latham and Braun, 2009) to a 
total amount of ten measures for slack and four measures for performance 
(employed by Tan and Peng, 2003). 

Besides, when a performance metric is chosen, authors frequently fail to 
clearly state the applied definition of the specific metric (e.g. Chiu and Liaw, 
2009; Latham and Braun, 2009). As mentioned before, e.g. for ROA several 
ways of calculation can be applied. Depending on the specific definition, the 
results of the performed analysis can vary strongly. 
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Greenley and Oktemgil (1998, p. 383) claim that not all measures of slack 
have an effect on all measures of performance. Therefore he recommends 
using multiple measures for both variables. On the other hand, the ad- 
vantage of using a single measure is that the results are not biased due to 
the utilization of various, possibly overlapping categories of slack. 

(3) Differences concerning the sample 

Another factor that has to be considered when comparing the findings of the 
studies shown in Table 3 is that the sample characteristics, including sam- 
ple size, firm characteristics, industries and periods of investigation, differ 
widely. The listed studies analyze samples ranging from survey data from 
55 managers of state owned firms in the electronic industry to longitudinal 
financial data from 12.189 manufacturing firms over a 5 year period. De- 
pending on the use of perceived or objective slack measures results can 
vary widely. 

Also financial measures for slack cannot be generalized across industries, 
since the common amount of slack may differ widely from one industry to 
another (cf. Mousa, 2009, p. 78). In this regard, it is essential to control for 
industry. While eight of the listed studies are either concerned with firms 
from a single industry or use industry controls, others do not specifically 
control for industry effects. Besides, the location of the sample firms in- 
cludes five US samples, four Chinese samples, two global samples as well 
as one Taiwanese, UK, Swedish and Belgium sample, which may result in 
regional differences. 

(4) Differences concerning the context 

Growing literature focuses on the environmental context, in which the slack- 
performance link is studied. Especially the influence of high uncertainty or 
threat in the environment, as well as scarcity of resources and opportunities 
is investigated. Specifically, six of the listed studies take the external envi- 
ronment into account. While some authors control for environmental munifi- 
cence and dynamism (e.g. Bradley et at., 2011a; Chiu and Liaw, 2009), 
others study the effects of slack during economic recession (e.g. Latham 
and Braun, 2009) or economic transition (e.g. Tan and Peng, 2003). 

Latham and Braun (2009, p. 34) argue that in order to establish a better un- 
derstanding of the effects and potential utilization of slack a more contextual 
approach is necessary. Bradley et at. (2011a, p. 1072) agrees that the ef- 
fect of slack on performance varies strongly, depending on the favorability 
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of the environment the firm is located in. Not least, since slack influences a 
firm’s ability to respond to environmental changes, the environmental con- 
text plays an essential role in studying slack. The influence of the external 
environment on the relationship between slack and performance will be ex- 
amined in more detail in section 3.3 Uncertainty and munificence in the ex- 
ternal environment. 

Despite the inconsistencies in previous literature and empirical evidence, 
the main findings of the reviewed studies as well as the results of Daniel et 
al.’s (2004, pp. 571-572) research show the tendency that particularly 
available slack has a positive effect on performance. However, it is crucial 
to note that moderators exist for all types of slack. Authors suggest that the 
environmental context (of. Latham and Braun, 2009, p. 34), industry specific 
effects (of. Mousa, 2009, p. 78) and organizational characteristics such as 
strategic orientation or ownership of firms (of. Chiu and Liaw, 2009, p. 337; 
Ju and Zhao, 2009, p. 709) influence the effect of slack on performance. 
Therefore industry controls are essential when studying slack. Additionally, 
intervening variables on the relationship have to be investigated. 

3.2.3 Intervening variables on the relationship 

As pointed out by various authors (e.g. Daniel et at., 2004, p. 572) it is cru- 
cial to take intervening variables on the relationship between slack and per- 
formance into account. Several authors focus on the effect of such interven- 
ing variables on the relationship. Proxies for strategic orientation (e.g. Chiu 
and Liaw, 2009), ownership level (e.g. Tan and Peng, 2003; George, 2005; 
Ju and Zhao, 2009), industry factors (e.g. Bradley et al., 2011a; Wefald et 
al., 2010b; Su et al., 2009) and external stakeholders (e.g. Vanacker et al., 
2013) were employed as control variables and / or moderators. In addition, 
environmental factors have been found to influence slack and performance. 
Other prior studies examine the effect of slack on innovation, acquisitions 
and internationalization, environmental responsiveness, growth, and risk 
taking. These aspects influence the performance of a company and can 
therefore be viewed as intervening steps in the utilization of slack to en- 
hance performance outcome (of. Daniel et at., 2004, p. 572; Mousa, 2009, 
p. 31). The findings of several authors on those topics have already been 
discussed in section 3.1.6 Potential utilization of slack, therefore only se- 
lected aspects, are restated and detailed here. 

One function of slack, previously discussed in this thesis is that it facilitates 
strategic behavior. Since slack buffers organizations from downside risk, it 
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encourages increased risk taking and enables companies to engage in 
more experimentation. This may lead to the introduction of new products, 
increased acquisition activities or internationalization (cf. Bourgeois, 1981, 
p. 31; Singh, 1986, p. 567; Lee, 2011, pp. 5-6). Thus the effect of slack on 
the performance of firms is influenced among other factors, by innovation 
and expansion strategies. In contrast to that, several authors additionally 
outline a potential negative effect of slack, as it promotes the generation of 
inefficiencies and suboptimal behavior. As excess resources are accumu- 
lated, a tendency towards self-serving decision making as well as undisci- 
plined and irrationally optimistic behavior develops (cf. Chiu and Liaw, 
2009, p. 323; Bourgeois, 1981, p. 31; Lin et at., 2009, p. 399). This disad- 
vantageous use of slack resources can be reduced by entrepreneurial ori- 
entation (cf. Heng and Xiuhao, 2010, p. 3). 

Prior literature largely follows the notion that slack facilitates innovation. For 
instance, Nohria and Gulati (1996) state that slack resources are a major 
driver for innovation. Additionally, several authors highlight that the external 
environment is essential when studying slack in connection with innovation, 
as several environmental factors influence the innovation process (cf. Katila 
and Shane, 2005; Zona, 2012; Voss et at., 2008). While slack can breed 
inefficiencies and therefore have a negative impact on innovation, particu- 
larly during times of crisis slack positively affects innovation. Due to envi- 
ronmental threat, managers tend to use resources more efficiently which 
mitigates the negative effect of slack. In addition, when slack resources are 
present managers are more willing to take risks resulting in increased inno- 
vation activities, such as product exploration (cf. Zona, 2012; Voss et at., 
2008, p. 160). Thus, firms can use slack resources to counter threats and 
invest in innovation, and thereby enable long term success which results in 
a positive effect on performance. 

Regarding the impact of slack on the acquisition activities and expansion 
strategies of firms a similar picture is present. While lower levels of slack 
can inhibit internationalization due to irrational optimism and self-interested 
decisions of managers, especially high amounts of unabsorbed slack result 
in increased engagement in acquisition and activities and market expan- 
sion. A sufficient level of slack buffers a firm from the risk related to the ac- 
quisition and integration of another firm. Thus unabsorbed slack facilitates 
the search for new opportunities for change, resulting in more experimenta- 
tion, acquisitions and increased internationalization activities (cf. Iyer and 
Miller, 2008; Lin et at., 2009). Patzelt et at. (2008, p. 477) adds to the dis- 
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cussion that, when weaknesses within a company’s capabilities exist, the 
presence of financial slack drives the search for the formation of new stra- 
tegic alliances. Similarly, in a threatening and resource scarce external en- 
vironment unabsorbed slack becomes especially beneficial. When environ- 
mental threat is present the potential negative impact of slack on efficiency 
and discipline diminishes, and scarce slack resources become a crucial fac- 
tor for acquisitions and performance (cf. Wan and Yiu, 2009). Hence, unab- 
sorbed slack is a major driver for acquisitions which leads to improved per- 
formance during crisis. 

Mousa (2009) and Mousa and Reed (2013) investigate the impact of slack 
on success relating to new ventures. The authors note that the process of 
undergoing an IPO leads to increased uncertainty, greater managerial 
complexity and liability of newness. In this context, the availability of excess 
resources is crucial for a firm’s success since it creates a competitive ad- 
vantage. Particularly financial slack eases capital restrictions and thereby 
enables experimentation and increased risk taking, resulting in a positive 
effect on performance. Additionally slack provides flexibility, allowing man- 
agers to exploit emergent opportunities with positive performance implica- 
tions and increase the rate of growth. The results of the authors show that 
when firms undergo an IPO, financial slack is highly valued by investors in 
the short term and increases the firm’s chances of survival in the long run. 

Overall the main findings of the above mentioned studies suggest that cer- 
tain types of slack positively influence risk taking behavior, innovation activi- 
ties, IPO success, and acquisition and internationalization strategies. It 
seems vital to take those aspects into account when studying the slack- 
performance link, since those factors intervene in the effect of slack on per- 
formance. Among others, Nohria and Gulati (1996, p. 1260) and Daniel et 
at. (2004, p. 572) suggest further research in this field. Hence, in the empir- 
ical part of this thesis, new product innovations, M&A activities and IPO 
deals are included as intervening variables. 

3.3 Uncertainty and munificence in the external environment 

As already broached in the previous chapter 3.2 The relationship between 
slack and performance has been studied in various contexts by previous 
authors. When reviewing the literature, it becomes clear that the external 
environment has substantial influence on the relationship. Sigerstad (2004, 
p. 53) states that the environment and its characteristics were implicit in the 
theory of slack from the very beginning, although environmental aspects 
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were often neglected in subsequent literature. However, several recent au- 
thors note, that especially turbulences in the environment affect the influ- 
ence slack has (e.g. Bradley eta!., 2011a, p. 1074; Chiu and Liaw, 2009, p. 
329). Correspondingly, findings concerning the impact of uncertainty and 
munificence in the external environment will be discussed in more detail in 
this section of the literature review. 

3.3.1 Definition of uncertainty and munificence 

The external environment of a firm can be viewed as a source of infor- 
mation as well as a pool of resources. Hence, the dimensions of uncertainty 
(regarding information) and munificence (regarding resources) are some of 
the most fundamental characteristics of environments (of. Sigerstad, 2004, 
p. 48; Bradley et at., 2011a, p. 1074). Uncertainty is an inherent aspect of 
every company’s business since a company’s operations run over time and 
future events are unknowable. Especially certain entrepreneurial actions, 
such as the development of new products or services and the formation of 
new ventures, increase uncertainty (of. McMullen and Shepherd, 2006, p. 
133). Dependency on external resources additionally challenges firms as 
they make strategic decisions (of. Bradley et at., 2011a, p. 1074). Therefore 
coping with uncertainty and resource dependency by adapting to changing 
environments is essential for organizations in order to ensure long term 
survival. 

(1) Environmental uncertainty 

Uncertainty has been conceptualized in various ways in management, eco- 
nomics, as well as psychology literature (of. McMullen and Shepherd, 2006, 
p. 133). In this thesis the term uncertainty will be defined according to Milli- 
ken (1987, p. 136), as “individual’s perceived inability to predict something 
accurately". In terms of environmental uncertainty, the unpredictability aris- 
es from the external environment of the organization, due to the lack of rel- 
evant data or the inability to distinguish between relevant and irrelevant in- 
formation. 

Duncan (1972, pp. 314-317) describes two dimensions of the environment 
which determine the degree of uncertainty: The dimension of complexity, 
determined by the number of factors in the environment, and the dimension 
of dynamism, referring to the rate of change of environmental factors. In 
conclusion, the author suggests that dynamic and complex environments 
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possess the greatest degree of uncertainty. However, the dimension of dy- 
namism has a stronger influence on uncertainty than complexity. 

Milliken (1987, p. 135) notes that uncertainty can occur in three different 
forms. First, state uncertainty refers to the unpredictability of certain ele- 
ments in the organizational environment. This is the case if future events 
are unpredictable or the probability or nature of changes is uncertain. Espe- 
cially volatile, complex and heterogeneous environments are known to be 
less predictable. Second, effect uncertainty is the inability to predict the ef- 
fect of environmental events on the organization itself. This includes the 
questions, if, how, when and how much an event will impact an organiza- 
tion. Third, response uncertainty occurs when individuals lack information 
about e.g. potential response options to environmental changes or the val- 
ue and utility of the available choices, because the consequences of a re- 
sponse option are unknown. Effect and response uncertainty are increas- 
ingly salient, when environmental change (i.e. state uncertainty) is apparent 
and individuals perceive the need to act. In other words, individuals first be- 
come aware of response uncertainty, when environmental change occurs 
which the firm perceives as a threat or an opportunity (of. Milliken, 1987, pp. 
136-137; McMullen and Shepherd, 2006, p. 135). 

In face of an economic downturn or crisis, the instability in the environment 
creates a lack of information about future events, the potential effect on 
firms as well as the outcome of decisions made in light of the crisis (of. 
Bradley eta!., 2011a, p. 1075). Therefore the author of this thesis suggests 
that perceived state uncertainty is given, which leads to effect as well as 
response uncertainty among managers in firms. Consequently, in the next 
section no specific distinction between the three types of uncertainty is 
made. 

(2) Environmental Munificence 

Environmental munificence refers to the availability or scarcity of external 
resources that are required by firms sharing an environment. It affects the 
survival and growth possibilities of firms operating in the environment as 
well as the likelihood of new entrants (of. Castrogiovanni, 1991, p. 542). 
When comparing it to slack as excess resources in the organization, munifi- 
cence can be viewed as its environmental correlate, namely excess re- 
sources available from the environment (of. Sigerstad, 2004, p. 45). 

The main benefit of a highly munificent environment is that it facilitates sur- 
vival. The more resources are available, the less external pressure is pre- 
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sent. Additionally, high munificence is associated with increased opportuni- 
ties by allowing greater diversity of goals, strategies, and organizational 
structures. However, highly munificent environments require fast decision 
making. Low munificence on the other hand, stands for environments where 
essential resources are scarce. Such a resource shortage in the environ- 
ment leads to intense competition, diminishing strategic options, limited 
flexibility and fewer opportunities to gain competitive advantages. Since 
firms in resource scarce environments depend more on internal resources 
to develop opportunities, changes in organizational characteristics and the 
behavior of members are triggered when resources become limited (of. 
Bradley et al., 2011a, p. 1074; Castrogiovanni, 1991 , p. 543; Koberg, 1987). 

Previous literature on munificence highlights that it is crucial to define the 
level at which the environment is studied. The author of this thesis consid- 
ers the macroeconomic level to be most appropriate. This level refers to the 
general demographic, economic, social, and political patterns and move- 
ments that have a significant influence on organizational characteristics and 
outputs (cf. Castrogiovanni, 1991, p. 546). When an environmental jolt oc- 
curs, the level of munificence in the macroeconomic environment usually 
changes dramatically. Due to the weakened munificence, resources be- 
come scarce, environmental opportunities limited, and the pressure among 
firms increases (cf. Wan and Yiu, 2009, p. 792). 

Since uncertainty and munificence shape the external competitive environ- 
ment of a firm, these factors influence the slack needs of a firm (cf. Bradley 
et al., 2011a, p. 1074; George, 2005, p. 662). In addition, the ways firms 
utilize organizational slack are affected. 

3.3.2 Impact of environmental uncertainty and munificence on slack 

Before directly examining literature on the influence of the external envi- 
ronment on the slack-performance link, studies concerning effects of uncer- 
tainty, low munificence and environmental change on firms’ resources are 
discussed. The review of those studies gives an insight on how uncertainty 
contributes to the accumulation of excess, slack resources. 

(1) Impact of uncertainty and munificence on financial slack in the form of 
cash holdings 

One way to hold financial slack within a firm is in the form of excess cash 
holdings. A large stream of literature is concerned with cash holdings and 
their development during environmental change due to financial constraints, 
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economic downturn or crisis. In such a situation state uncertainty is general- 
ly high, since the environment is volatile. Hence, also effect and response 
uncertainty are likely to be increasingly perceived. Additionally, the fact that 
financial constraints are present implies that munificence is low. Thus, the 
financial resources available in the external environment are limited. How- 
ever, the author wants to highlight at this point, that high cash holdings in a 
firm alone do not automatically translate into high levels of slack. Instead 
slack always constitutes an excess of liquid resources, thus additionally de- 
pends on the cash needs. Anyway high cash holdings indicate that financial 
slack is present in a firm. 

Several studies on cash holdings provide support for the trade-off theory, 
stating that there is an optimum level of cash holdings, where the costs and 
benefits are ideally balanced. According to this theory, a firm can have four 
reasons to hold (excess) cash, namely transactional, precautionary, specu- 
lative, and taxation motives (cf. Ramirez and Tadesse, 2009, p. 388). Re- 
garding the issue of financial slack in the context of uncertainty the precau- 
tionary motive for holding liquid assets is most significant, as it refers to the 
accumulation of excess cash as a cushion against unanticipated future 
events. This corresponds with the function of slack as a buffer from the ex- 
ternal environment, as described in section 3.1.3 Role and functions of 
slack. 

Empirical literature shows how certain firm specific variables influence the 
level of corporate cash holdings. First, the growth and investment opportu- 
nities of a firm drive its cash holdings. In addition cash flow volatility and 
other measures of risk, a high degree of information asymmetry as well as 
potentially high costs of financial distress contribute to the increase of cash 
holdings. Moreover, difficulties in financing due to the lack of access to 
capital markets were found to have an upward effect (cf. Opler et at., 1999, 
p. 44; Ramezani, 2011, p. 1139; Ramirez and Tadesse, 2009, p. 388). 
Some of the mentioned factors such as unpredictability of cash flows and 
information asymmetry are typically intensified by external uncertainty. Oth- 
ers, such as the lack of excess to external capital are a form of resource 
dependence. Thus the empirical evidence on firm specific characteristics 
implies that uncertainty and resource scarcity in the environment induce 
firms to accumulate high cash holdings (i.e. financial slack). 

Baum et al. (2004, pp. 4-5) agree that volatility in the macroeconomic con- 
ditions additionally affects a firm’s level of liquid asset holdings. The authors 
argue that changes in the economic environment lead to increased uncer- 
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tainty and an inability to accurately forecast future cash flows. Consequently 
managers are likely to consider a higher level of cash holdings appropriate. 
This suggestion was supported especially for large firms, firms experiencing 
rapid growth, financially constrained firms, and capital intensive firms. 

Quite a few more studies investigate the implications of increased environ- 
mental uncertainty and resource scarcity such as an economic downturn on 
financially constrained firms. They find that constrained firms hold relatively 
higher cash positions which increase substantially when cash flow volatility 
is high, e.g. during economic depression (cf. Han and Qiu, 2007, p. 17; Pal 
and Ferrando, 2010, p. 30). Besides, such firms reduce technological and 
capital investments as well as employment to a greater extent. As a conse- 
quence of lacking external funding possibilities such firms tend to miss out 
on attractive investment opportunities (cf. Campello et al., 2009, pp. 20-21). 
In addition, firms with higher debt dependence experience a greater decline 
in performance during crisis due to the high cost of additional debt capital 
(cf. Adjei, 2012, p. 184). 

Ramirez and Tadesse (2009, p. 390) focus their study on corporate cash 
holdings in connection with the cultural factor uncertainty avoidance, and 
the multinationality of firms. They claim that the decision about the appro- 
priate level of cash holdings as a precaution depends on the cultural factor 
of uncertainty avoidance. Countries, in which uncertainty is generally rather 
avoided, higher cash holdings are accumulated as a buffer against unantic- 
ipated future events. This is due to the fact that cash is the form of asset 
that can be deployed fast and for a variety of purposes. 

(2) Impact of uncertainty and munificence on the relationship of slack and 
performance 

The dimensions of uncertainty and munificence have been applied in a 
number of studies on organizational and especially available or unabsorbed 
slack. The suggested results however differ to some extent. Contrasting 
findings on slack and performance in dynamic, low munificent and complex 
environments are discussed here. 

First, some authors find that the positive impact of slack on performance is 
stronger for dynamic and low munificent environments (e.g. Tan and Peng, 
2003; Su et at., 2009). Additionally, firms operating in an environment that is 
characterized by low munificence and high dynamism are confronted with 
increased competition on the market, resulting in higher complexity. Due to 
a high level of environmental uncertainty it becomes essential to develop 
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new opportunities internally, e.g. through the introduction of new products. 
In order to sustain their competitive advantages, firms must engage in inno- 
vations which enhance performance. Furthermore, in such a dynamic envi- 
ronment, flexibility as well as strategic change and adaptation are a critical 
for survival and success. Moreover during economic transitions the financial 
market infrastructure is underdeveloped what makes it harder for firms to 
access resources externally. Since unabsorbed slack can be readily de- 
ployed for various purposes, it is highly valuable. The authors show a signif- 
icant positive correlation between unabsorbed slack and firm performance 
in this hostile and uncertain environment (of. Tan and Peng, 2003, p. 1253; 
Su et al., 2009, pp. 76-80). 

A possible explanation for this association is stated by Zona (2012, p. 44). 
The author highlights that uncertainty in the environment affects managers’ 
risk attitude. Under conditions of unpredictable forecasts and potential loss- 
es, managers generally become more risk averse and reduce innovation 
investments. Slack resources counteract this behavior. As slack shields a 
firm from external risk and uncertainty to some extent, companies engage 
in more investment activities when slack is available, even in the face of 
high uncertainty. Similarly, Voss et al. (2008, p. 160) results show that un- 
der environmental threat, financial slack is positively associated with explo- 
ration rather than product exploitation. This suggests that companies use 
slack in order to counter threats and increase performance. 

Others show that the positive relationship between slack and performance 
is stronger when munificence as well as dynamism is low. Bradley et al. 
(2011a, p. 1078) report that for new firms the slack-performance relation- 
ship is positive in low as well as highly dynamic environments, but strongest 
in environments with low dynamism and low munificence. The authors ar- 
gue that in stable and resource scarce environments, new firms use internal 
resources such as slack to develop opportunities and thereby increase their 
performance, rather than rely on opportunities that are environmentally 
driven. However, the difference diminishes when higher levels of financial 
slack are present within the firm. Another interesting aspect of this study is 
the findings on the interaction effect between dynamism and munificence. 
While high munificence (i.e. high resource availability) generally leads to a 
negative effect of slack, in highly dynamic and uncertain environments slack 
has shown a positive effect, independent of resource availability. Thus, 
even in resource rich environments uncertainty leads to a positive associa- 
tion of financial slack with performance (of. Bradley et al., 2011a, p. 1087). 
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Finally, Latham and Braun (2009) reconcile arguments in favor of and 
against the positive impact of slack on performance during economic reces- 
sion. The authors provide evidence that while higher levels of slack initially 
result in a steeper rate of decline, during economic recovery the presence 
of slack resources result in a faster rate of recovery. These results indicate 
that slack resources can be used as a cushion from external environmental 
turbulences. The utilization of slack resources for strategic activities during 
recession, allows for a more rapid recovery in the long term, providing those 
firms with an advantage in the post-recession period. Hence, the authors 
suggest that at the first signs of an economic recession slack resources 
should be hoarded for strategic use. 

In summary it can be said that uncertainty in the environment generally 
leads to the accumulation of financial slack resources in the form of cash 
holdings. The results on the contingent and combined impact of environ- 
mental characteristics (uncertainty and munificence) on the slack- 
performance link are more mixed. Previous studies found evidence that in 
uncertain and highly dynamic environments financial slack leads to an in- 
crease in performance (cf. Tan and Peng, 2003, p. 1253), regardless of 
whether the environment is munificent or not. However, resource scarcity 
strengthens the effect of environmental uncertainty (cf. Bradley et al., 
2011a, p. 1087). Looking at the relationship of slack and performance over 
time, authors suggest that while slack initially has a decreasing effect on 
performance, during economic recovery slack resources can be used to 
speed up the rate of recovery (cf. Latham and Braun, 2009). Hence, the au- 
thor of this thesis argues that uncertainty and low munificence lead to an 
increased positive effect of financial slack on performance. 

3.3.3 The financial crisis as an example for high uncertainty and low 
munificence 

In this thesis the term financial crisis refers to the global economic and fi- 
nancial market turmoil, triggered by the US subprime mortgage crisis in 
2007. The crisis started with a US-wide decline in housing prices, causing a 
rise in subprime mortgage defaults in the beginning of 2007 (cf. Brun- 
nermeier, 2008). In literature, excessive and risky lending practices in the 
US property market and a rapid expansion of complex financial products 
are stated as the main reasons for the outbreak of the crisis (cf. Johansson, 

2011, p. 1088). 
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From the origin in the US subprime sector, the crisis spread through the US 
financial system and escalated globally. Soon the European financial sector 
was affected and exposed to sudden and severe increase in defaults. 
Struggling financial institutions started to reduce lending, what resulted in a 
credit crunch (of. Campello et al., 2009). The financial crisis spread through 
different channels, including financial sectors and real economy channels. 
Generally, it can be said that the financial turmoil had severe consequences 
for the real economy. In emerging as well as advanced countries sudden 
shortfalls in the export sectors weakened the economies, and firm values in 
various countries worldwide were affected (cf. Johansson, 2011). 

A study, investigating the dynamic nature of regional financial market inte- 
gration and regional volatility and correlations during the financial crisis 
shows a very strong increase in regional volatility in Europe during the fi- 
nancial crisis, especially after the Lehman Brothers bankruptcy on 15 Sep- 
tember 2008. The authors show that Europe was severely affected during 
the global financial resulting in high volatility in the economic environment 
(cf. Johansson, 2011, pp. 1103-1104). 

While the financial crisis is dramatic and unfortunate, it provides a unique 
opportunity to study how environmental turbulences, increased uncertainty 
and low munificence influence the relationship between slack and perfor- 
mance. Due to the financial turmoil and the rapid changes in the economy, 
high uncertainty in the firm’s environment was created. As a result of the 
lack of information on future events managers were unable to accurately 
assess the effect the change might have on their organization. While in the 
beginning mainly financial institutions were affected, it remained unclear 
how the events would influence the real economy, resulting in managers’ 
inability to accurately forecast future cash flow. In this regard it was difficult 
for firms to evaluate possible courses of action, since the outcome was un- 
predictable. In addition, the environmental jolt triggered by the financial cri- 
sis weakened the munificence in the environment substantially, resulting in 
limited externally available resources (e.g. financing, customer revenues, 
etc.). The credit crunch that resulted from the financial crisis, additionally 
lead to a lack of access to external capital, which added to the environmen- 
tal uncertainty and resource scarcity. 
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3.4 Summary 

The literature review shows that the concept of organizational slack is a fre- 
quently discussed topic and an important contribution to organizational sci- 
ence. Slack and its effects on an organization have been studied for several 
decades, since its first introduction into the literature in 1938 by Barnard (of. 
Sigerstad, 2004, pp. 13-24). However, a multitude of partially contradictory 
or coinciding categorizations are applied and no broad agreement exists on 
the appropriate way of measurement for slack (of. Krcal, 2012, pp. 683- 
685; Moses, 1992, p. 59). 

The functions that slack fulfills are generally all based on the fundamental 
role of allowing room for maneuver. Specifically, slack acts as an induce- 
ment and a resource for conflict resolution, by offering the possibility to ad- 
dress a greater number of goals successively (of. Bourgeois, 1981, p. 31). 
Besides, slack buffers a firm from the variations in the external environ- 
ment. By absorbing conflicting external demands slack resources help a 
firm to survive and succeed especially in an uncontrollable external envi- 
ronment (of. Chiu and Liaw, 2009, p. 323). Moreover slack resources facili- 
tate certain strategic behavior as they increase a firm’s ability to adapt to 
complex competitive landscapes, make modifications to its strategy and ex- 
ploit external opportunities. Likewise, excess resources promote experi- 
mentation and risk taking within a firm (of. Lin et at., 2009, p. 398). On the 
contrary, slack can also negatively influence a company by inducing agency 
problems. As a result, undisciplined, inefficient, and irrationally optimistic 
behavior arises and the search for strategic options is conducted with less 
thoroughness and scrutiny (of. Tan and Peng, 2003, p. 1251). A factor that 
can minimize such agency problems is the entrepreneurial orientation of a 
firm (of. Heng and Xiuhao, 2010, p. 3). 

Corresponding to the functions mentioned here, two basic views of slack 
are adopted in literature. In resource based and behavioral theory slack is 
viewed as a valuable resource for e.g. innovation, performance and growth. 
By agency theorists on the other hand, slack is described as inefficiency, 
resulting in a negative effect on the organization (of. Lee, 2011, pp. 3-9). 
The empirical results of previous studies provide valuable insight on both 
perspectives. For instance certain types of organizational slack have been 
found to be a major driver for innovation (of. Nohria and Gulati, 1996), to 
facilitate acquisitions and increased internationalization activities (of. Iyer 
and Miller, 2008, p. 811), to induce risk taking (of. Moses, 1992; Singh, 
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1986) and to boost as well as inhibit different methods of growth (of. Brad- 
ley et al., 2011b, pp. 548-549). 

Concerning the effect of slack resources on performance, empirical evi- 
dence suggests that particularly unabsorbed types of slack have a positive 
influence on the performance of a firm (e.g. Lee, 2011; Bradley et al., 
2011a). However, authors point out that it is essential to apply industry con- 
trols and identify moderators when examining the association between 
slack and performance (of. Daniel et at., 2004, pp. 571-572). Additionally, 
studies highlight that a more contextual approach is necessary in order to 
accurately assess the relationship in different environmental settings (cf. 
Latham and Braun, 2009, p. 34). 

Specifically uncertainty and munificence shape the environment of firms, 
and consequently influence organizational slack as well as its effect on per- 
formance. First, uncertainty and resource scarcity in the environment in- 
duce firms to accumulate financial slack in the form of cash holdings (cf. 
Baum et at., 2004, pp. 4-5). Furthermore, prior studies suggest that uncer- 
tainty in the environment leads to a positive effect of financial slack on per- 
formance (cf. Tan and Peng, 2003, p. 1253). When external resources are 
limited the positive impact is strengthened further (cf. Bradley et al., 2011a, 
p. 1087). Besides, authors found that in times of crisis or recession, slack 
initially results in a steeper rate of performance decline, but allows for a 
faster rate of recovery in the post-recession period (cf. Latham and Braun, 
2009, p. 34). 

Overall the concept of organizational slack is rather well established, thus 
the literature on organizational slack can be categorized as mature. On the 
other hand, studies on the relationship between slack and performance re- 
port partly inconsistent results. Particularly the context of environmental 
threat offers further room for research. Consequently the author categorizes 
the relevant theory for this thesis as intermediate. 



4 Propositions and hypotheses 

In this chapter the main findings of the literature review are combined and 
the propositions and hypotheses are formulated. Overall, this thesis focuses 
on the question whether the presence of financial slack influences corpo- 
rate performance during times of crisis. 

Previous studies partially found support for a positive relationship between 
financial slack and performance during environmental threat. However, it 
has been pointed out that additional research is necessary, since it is still 
unclear how intervening variables affect the relationship (c.f. Daniel et a!., 
2004, p. 572). This study includes the investigation of three potentially in- 
tervening variables, namely the number of new products introduced, M&A 
completed, and IPO undergone. Moreover, since several authors highlight 
that controlling for industry is essential (e.g. Wefald eta!., 2010b, p. 71), the 
sample for this study has been drawn solely from the pharmaceutical indus- 
try. Besides, the context of the financial crisis is selected for this research, 
because recent studies highlight that a more contextual approach is neces- 
sary when examining organizational slack (e.g. Latham and Braun, 2009, p. 
34). Specifically, the period between 2007 and 2010 reflects the environ- 
mental conditions of high uncertainty and low munificence. 




Figure 6: Conceptual model 
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The following conceptual model provides an overview on the variables in- 
cluded in this study. Financial slack is examined as the independent varia- 
ble, and its effect on corporate performance as the dependent variable is 
studied in the context of environmental uncertainty and low munificence. In 
addition, three intervening variables are included, as shown in Figure 6. 

4.1 Propositions and hypotheses concerning the impact of slack on 
performance 

As shown in the investigation of recent studies on slack and performance, 
authors largely agree that slack, specifically in an available or unabsorbed 
form, has a positive influence on performance. For instance, Daniel et al. 
(2004) provide evidence on a positive influence of slack on performance. 
The authors argue that since available and potential slack are readily de- 
ployable and allow for high managerial discretion, those slack resources 
have a stronger influence on performance. Su et al. (2009, p. 77) and col- 
leagues add that unabsorbed slack impacts performance more strongly in 
an uncertain environment. 

The literature review revealed that slack can act as a buffer when a firm 
faces environmental threat. By deploying excess financial resources firms 
can maintain strategic investments and avoid staff reductions despite a 
possible decrease in revenues (cf. Latham and Braun, 2009, pp. 34-35). 
Moreover, when firms face rapid changes in the environment it is critical for 
their survival and success to adapt to the new conditions. Thus, they need 
to change their strategies according to the external environment. This pro- 
cess is supported by unabsorbed slack because excess resources help to 
create a dynamic fit with the environment (cf. Su et at., 2009, p. 77; Tan and 
Peng, 2003, p. 1260). Furthermore, as a result of weak financial markets 
during a crisis, it is difficult for firms to gain new financial resources. In this 
context, unabsorbed slack is likely to be a valuable resource that has strong 
performance implications. Additionally, financial slack can be used to ac- 
quire other resources that lead to competitive advantage. Firms can deploy 
slack resources e.g. to exploit new market opportunities, develop new 
products or invest in new technologies, which may enhance firm perfor- 
mance (cf. Latham and Braun, 2009, pp. 34-35, Su et al., 2009, p. 77; Tan 
and Peng, 2003, p. 1260). 

A frequently criticized aspect of previous studies is the inconsistency in 
measurement of slack as well as performance (cf. Sigerstad, 2004, p. 44). 
Financial slack generally refers to excess liquid resources, not yet commit- 
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ted to specific organizational functions. This type of slack can be catego- 
rized as available, high discretion or unabsorbed slack, respectively. Con- 
cerning financial slack, the current ratio (=current assets divided by current 
liabilities) of a firm is widely adopted as a measure by previous authors (cf. 
Daniel et al., 2004). Current assets are easily deployable and thus provide 
managers with high flexibility in resource allocation (cf. Su et al., 2009, p. 
81). Correspondingly, the current ratio captures available and unabsorbed 
forms of slack, since it represents the liquidity of a company (cf. Lee, 201 1 , 

p. 10). 

Several studies of organizational slack emphasize that ROA is an appropri- 
ate measure for performance (cf. Lee, 2011, p. 10; Chiu and Liaw, 2009, p. 
328). In this context, performance is defined as the profitability of an organi- 
zation. However, various formulas for the calculation of the measure ROA 
exist in literature. Moreover, some authors use ROA as a performance met- 
ric, but do not state the exact definition applied (e.g. Latham and Braun, 
2009; Chiu and Liaw, 2009; Greenley and Oktemgil, 1998). The standard 
definition of ROA is net income divided by total assets. Net income in this 
regard can include extraordinary P/L such as restructuring charges, unusual 
or nonrecurring items and results from discontinued operations. Besides, 
profit before tax instead of net income can be applied in order to cancel out 
any taxation differences as well as extraordinary P/L (cf. Krause and Arora, 
2010, p. 41). Some authors focus on performance form an operating per- 
spective, using EBITDA to calculate ROA (e.g. Love and Nohria, 2005; Ju 
and Zhao, 2009). In this definition, non-cash expenses such as depreciation 
and amortization are removed along with interest and taxes. It is essential 
to be aware of the fact that the specific choice of measure for performance 
can substantially influence the outcome of a study (cf. Sigerstad, 2004, p. 
44). 

From this the following propositions are made: 

Pp Current ratio is a good indicator for financial slack. 

P 2 : Changes in the measurement of performance affect the relationship 
between financial slack and corporate performance. 

Given the arguments for the benefits of financial slack on performance in a 
highly uncertain environment, the author attempts to falsify the following null 
hypotheses: 



72 Propositions and hypotheses 

HOp Financial slack (current ratio) has no influence on corporate perfor- 
mance measured as ROAebitda during crisis. 

H0 2 : Financial slack (current ratio) has no influence on corporate perfor- 
mance measured as ROA pre . tax during crisis 

H0 3 : Financial slack (current ratio) has no influence on corporate perfor- 
mance measured as ROA ni during crisis. 

4.2 Propositions concerning intervening variables on the relation- 
ship 

Prior authors point out that it is crucial to identify intervening variables on 
the relationship of slack and performance. For instance, strategic orienta- 
tion, ownership level and the presence of venture capital or angel investors 
have shown to influence the relationship (of. Chiu and Liaw, 2009; Ju and 
Zhao, 2009; Vanacker et at, 2013). Besides, previous studies suggest that slack 
drives risk taking, innovation and expansion activities (cf. Nohria and Gulati, 
1996; Voss et at., 2008; Martinez and Kendall, 2006), which implies that 
those factors are likely to impact performance (cf. Mousa, 2009, p. 31). In 
this thesis, three specific intervening variables are suggested, namely M&A 
activities, the number of newly introduced products, and IPO. 

Since slack buffers organizations from downside risk, it encourages in- 
creased risk taking and enables companies to engage in more experimen- 
tation, especially when external threat is present. As firms become more 
risk seeking, they increasingly use slack for innovation investments. Specif- 
ically unabsorbed slack has shown a positive correlation with product explo- 
ration under threat, suggesting that new product introductions can enhance 
performance (cf. Lee, 2011, pp. 5-6; Voss et at., 2008, p. 160). 

Additionally the buffering function of slack that promotes experimentation 
also encourages the engagement of a firm in market expansion, acquisi- 
tions and internationalization activities. Since slack resources increase the 
ability of a firm to adapt to complex competitive environments, they lead 
firms to explore opportunities in new markets and to expand globally (cf. Lin 
et a!., 2009, p. 399; Iyer and Miller, 2008, p. 811). Particularly during envi- 
ronmental jolts or when weaknesses within a company’s capabilities exist, 
the presence of financial slack drives the search for acquisitions and the 
formation of new strategic alliances (cf. Patzelt et al., 2008, p. 477; Wan 
and Yiu, 2009, p. 797), suggesting an increase of M&A activity which may 
enhance performance. 
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A third factor that may influence the relationship between slack and perfor- 
mance is the undergoing of an IPO. The transformation from a privately 
held to a public corporation increases a firm’s vulnerability and entails 
greater managerial complexity and liability of newness. In the IPO period 
firms need more resources in order to absorb heightened costs and risks. 
Due to the unpredictability, a firm’s financial resources become scarcer and 
thus more valuable, since they are crucial for continued existence and can 
lead to future competitive advantage (cf. Mousa, 2009; Mousa and Reed, 
2013). 

The preceding points support the following propositions: 

P 3 : The introduction of new products influences the relationship between 
financial slack and corporate performance during crisis. 

P 4 : M&A activity influences the relationship between financial slack and 
corporate performance during crisis. 

P 5 : IPO influences the relationship between financial slack and corporate 
performance during crisis. 



5 Empirical results 



In this chapter the results of the empirical analysis are presented. First the 
descriptive statistics and the results of the quantitative correlational analysis 
are explained. Thereafter, the results of the qualitative content analysis of 
the newspaper articles for the three moderating variables are presented. 

5.1 Quantitative correlational analysis 

In this study three definitions of ROA are used to measure performance: 
ROA using EBITDA, ROA using P/L before tax, and ROA using net income. 
The ROAebitda of the sample ranges from 4.64% to 34.78%, whereof both 
extreme values are found in 2007. The lowest average ROAebitda of all four 
years is found at Pelion SA with 5.89% and the highest is reported by Novo 
Nordisk A/S with 30.26%. The strongest fluctuations of the measure are 
present at Merck KGaA with a ROA of 33.03% in 2007 and values around 
10% in the following years. No negative values or extreme outliers were 
identified for ROAebitda in the investigation period.The highest average 
ROAp r e-tax is reported by Novo Nordisk A/S with a maximum in 2010 at 
29.78%. The performance values of the company are more than two stand- 
ard deviations above the mean in 2008 to 2010. In 2009 the average ROA p . 
re -tax of the whole sample was highest. The only negative values are report- 
ed in 2008 by Warner Chilcott with -0.45% and Akzo Nobel with -4.18%. In 
the same year the lowest average ROA pre -tax for the whole sample was 
reached.The maximum as well as minimum ROA n i can be found at Akzo 
Nobel, in 2007 and 2008. However, the firm’s extremely high ROA n i of 
48.49% in 2007 is a result of a non-recurring event. With a distance of ap- 
prox. four standard deviations from the mean this value is an outlier. The 
year 2008 was the only year where ROA ni was negative for any firm, with 
Akzo Nobel being the minimum with -5.8%. That year was also the year 
with the lowest average ROA ni with 6.5% for the whole sample. 

The current ratio of the sample firms ranges from minimum 0.475 in the 
year 2010 to maximum 5.412 in the year 2007. Meda AB is the firm with the 
lowest average current ratio of 0.714 in the whole period 2007 to 2010. The 
firm with the highest average current ratio for the whole period is Richter 
Gedeon Rt. with 4.835 on average, whereby the values for this firm have to 
be considered an outlier with a distance of approx. 3.8 standard deviations 
from the mean in the first three years. The average of all firms current ratio 
is lowest in the year 2008, where it amounts to 1.724. The highest fluctua- 
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tions in current ratio are reported by Akzo Nobel NV, where the measure 
dropped from 3.38 in 2007 to below 1.5 in the following years. 

The data from the mediator variables shows that most M&A as well as in- 
novation activities took place in the years 2007 and 2009. In total 85 M&A 
activities were recorded in the entire investigation period. The highest num- 
bers of acquisitions among the sample firms are 25 activities in 2009 and 
22 activities in 2007. Regarding the introduction of new products, the pic- 
ture is similar. Most of the 79 new product approvals were recorded in the 
years 2007 and 2009 with 26 new product approvals in each of these years. 
Besides, M&A as well as product innovation activities vary strongly among 
the sample firms. The firm with most M&A activities is Roche Holding AG 
reporting nine acquisitions, followed by Merck KGaA with eight and Glax- 
oSmithKline pic. with seven acquisitions. Three firms (Actelion ltd., Shire 
pic., and UCB SA), did not engage in any M&A activity during 2007 to 2010. 

Most product approvals were achieved by Novartis AG, accounting for 22 
approvals, followed by GlaxoSmithKline pic. with 18 new products. Further 
behind follow Sanofi with nine and Astrazeneca pic. as well as Merck KGaA 
with six new products each. For approximately half (twelve) of the sample 
firms no product introduction could be identified in the newspaper research. 
However, it has to be noted that only products approved (either in the US or 
EU) within the sample period were counted in this regard. Consequently 
firms may have products lacking formal approval or products rejected by the 
FDA or EMA in their portfolio which are not included in the analysis. Be- 
sides, only newspaper articles from selected sources were studied, thus 
product approvals not reported in those media were not identified. 

Only two sample firms held an IPO during the investigation period. The 
Spanish pharmaceutical company Laboratorios Almirall SA (since July 2009 
“Almirall SA”) listed on the Madrid Stock Exchange in June 2007. Protek 
OAO, a Russian pharmaceuticals wholesaler started trading on the Moscow 
stock exchanges RTS and MISEX in April 2010. Due to the limited number 
of IPOs among the sample firms, their correlational results are insignificant. 

Table 4 to Table 11 provide an overview of the correlations and descriptive 
statistics of the analyzed variables for each year between 2007 and 2010. 
The author chose to analyze the correlations on a year-to-year basis in or- 
der to examine how the variables and correlations changed during the crisis 
period. In addition, for the year 2010 a regression analysis was performed, 
as shown in Table 12. 
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Descriptive Statistics 



Year 2007 


Mean 


Std. Deviation 


N 


ROAebitda 


.147173 


.0767724 


25 


ROApre-tax 


.099956 


.0720037 


25 


ROAni 


.100727 


.0988308 


25 


Current ratio 


1 .733664 


.9783177 


25 


Products 


1.04 


2.226 


25 


M&A 


.88 


1.166 


25 


IPO 


.04 


.200 


25 



Table 5: Descriptive statistics for the year 2007 



Table 4 shows that in the year 2007 independent variable current ratio and 
the dependent variable ROA n i exhibit a moderate to strong positive relation- 
ship (r=.432), which is statistically significant (p<.05). The correlations be- 
tween the other performance variables (ROA E bitda and ROA pre -tax) and the 
slack variable however, are rather negligible and statistically insignificant. 

The different performance measures themselves do not all show significant 
correlations with each other. Especially ROA ni is merely weakly (r<.36) and 
insignificantly correlated to the other two ROA measures. The two 
measures ROA E bitda and ROA pre -tax on the other hand, have a very strong 
positive relationship with each other that is highly significant (r=.926 p<.01) 

Regarding the intervening variables, there is a moderate positive correlation 
between performance and the introduction of new products (r>.24). This is 
true for all three measures of ROA in the year 2007. However, the correla- 
tion coefficient with ROA ni is not significant, and also the results for the oth- 
er two ROA definitions are only weakly significant (p<0. 1 ). 

For the variable IPO no strong or significant correlations were found. In this 
regard, it has to be noted that in the given sample not enough data exists 
for IPO activities. More specifically, only one IPO occurred during the year 
under investigation. Thus it is not possible to make any statement on the 
influence of the variable IPO based on this analysis. 

The intervening variable which shows correlations that are highly significant 
at the 0.01 level is M&A. Specifically, M&A activities are strongly positive 
correlated with ROA EB itda (r=.521) and ROA pre -ta X (r=.547). The correlation 
between M&A and ROA n i is however negligible and not significant (r=.126 
p>.05). The correlations among the moderating variables themselves are 
very low and not significant. 
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**. Correlation is significant at the 0.01 level (2-tailed). 

*. Correlation is significant at the 0.05 level (2-tailed). 

b. Cannot be computed because at least one of the variables is constant. 
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Descriptive Statistics 



Year 2008 


Mean 


Std. Deviation 


N 


ROAebitda 


.154000 


.0653197 


25 


ROApre-tax 


.086800 


.0719792 


25 


ROAni 


.064800 


.0590988 


25 


Current ratio 


1.617200 


.8560691 


25 


Products 


.48 


1.262 


25 


M&A 


.84 


1.143 


25 


IPO 


.00 


.000 


25 



Table 7: Descriptive statistics for the year 2008 



Overall, the correlations table for the year 2008 (Table 6) shows stronger 
correlations between the independent and dependent variables, compared 
to the year before. 

The current ratio has a moderate to strong positive correlation coefficient 
with ROAni (r=.415) as well as ROA pre -tax (r=.397), though the correlation is 
stronger for ROA ni . Both correlations are significant at the 0.05 level. The 
performance metric ROA E bitda however is only weakly and statistically in- 
significantly correlated with current ratio (r=.261 p>.05). 

In contrast to the previous year, in 2008 strong correlations among all per- 
formance metrics are present. All three measures of ROA are very strongly 
positively correlated (r > .79) and the correlation coefficients are highly sig- 
nificant (p<.01). 

No statistically significant correlations are found for the intervening varia- 
bles new products and M&A activities. All correlation coefficients in this re- 
gard are negligible. For IPO no values are calculated for the year 2008, 
since none of the sample firms underwent an IPO in this period. 
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Table 8: Correlations for the year 2009 
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Empirical results 



Descriptive Statistics 



Year 2009 


Mean 


Std. Deviation 


N 


ROAebitda 


.154000 


.0623164 


25 


ROApre-tax 


.103600 


.0587991 


25 


ROAni 


.081600 


.0452475 


25 


Current ratio 


1 .724400 


.8946744 


25 


Products 


1.04 


2.189 


25 


M&A 


1.00 


1.323 


25 


IPO 


.00 


.000 


25 



Table 9: Descriptive statistics for the year 2009 



In the year 2009 the results of the analysis from Table 8 shows no statisti- 
cally significant correlations between the variable for financial slack and any 
of the three performance metrics. While the correlation coefficients vary be- 
tween .251 for ROAebitda and .328 for ROA ni , thus implying a weak to mod- 
erate positive correlation, the significance for all variables remains above 
the 0.05 level. 

Just as in the year 2008, the three performance metrics ROA EB itda, ROA pre - 
tax and ROA ni have a very strong positive and statistically significant correla- 
tion among each other (r>.89 p<.01). 

Concerning the intervening variables the correlation coefficient of -.256 be- 
tween M&A activities and financial slack suggests a weak negative relation- 
ship between the variables. However, the result is not statistically significant 
(p>.05). In fact, the intervening variables new products and M&A are not 
significantly correlated with any of the other variables. Again, for IPO no 
values are calculated for the year 2009, since none of the sample firms un- 
derwent an IPO in this period. 
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**. Correlation is significant at the 0.01 level (2-tailed). 
*. Correlation is significant at the 0.05 level (2-tailed). 

Table 10: Correlations for the year 2010 
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Empirical results 



Descriptive Statistics 



Year 2010 


Mean 


Std. Deviation 


N 


ROAebitda 


.148800 


.0748510 


25 


ROApre-tax 


.090800 


.0696372 


25 


ROAni 


.076400 


.0525103 


25 


Current ratio 


1.752800 


.8075195 


25 


Products 


.60 


.957 


25 


M&A 


.68 


1.030 


25 


IPO 


.04 


.200 


25 



Table 1 1: Descriptive statistics for the year 2010 



Table 10 presents the correlation results of the year 2010, where the inde- 
pendent variable for financial slack and the dependent variable ROA ni are 
rather strongly positively correlated (r=.473) at a 0.05 level of significance. 
ROAebitda as well as ROA pre -tax however do not exhibit a correlation with 
current ratio. 

The correlations among the three performance metrics are strongly positive 
(r>.76) and highly significant (p<.01), as already demonstrated in the years 
2008 and 2009. 

The correlation table for the year 2010 also shows that M&A and IPO activi- 
ties are strongly positively correlated (r=.672), at a highly significant level 
(p<.01). However it has to be highlighted here once more that not enough 
data exists for IPO activities in the given sample in order to make a state- 
ment about the influence of the variable. Only one firm underwent an IPO 
during the year under investigation. Beside this result, no statistically signif- 
icant correlations were identified for the intervening variables. 

For the significant correlation result of current ratio and ROA ni a regression 
analysis was performed, as presented in Table 12. 

The regression model 1 contains the independent variable current ratio and 
the dependent variable ROA using net income. The F-statistic value indi- 
cates the overall significance of the model, while the R 2 statistic value indi- 
cates how good the independent variable is at predicting the dependent 
variable. The model is significant with R 2 =.224 and adjusted R 2 =.190 at 
p<.05 (F=6.621). Thus, approx. 22% of the deviation of ROA™ can be ex- 
plained by its relationship to current ratio. 
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Model Summary 15 



Model 


R 


R Square 


Adjusted R 
Square 


Std. Error of 
the Estimate 


1 


,473 a 


.224 


.190 


.0472658 



a. Predictors: (Constant), Current ratio 

b. Dependent Variable: ROA n j 



ANOVA a 



Model 


Sum of 
Squares 


df 


Mean 

Square 


F 


Sig. 


Regression 


.015 


1 


.015 


6.621 


.01 7 b 


1 Residual 


.051 


23 


.002 






Total 


.066 


24 









a. Dependent Variable: ROA n j 

b. Predictors: (Constant), Current ratio 



Coefficients 3 



Model 


Unstandardized Coeffi- 
cients 


Standardized 

Coefficients 


t 


Sig. 




B 


Std. Error 


Beta 






(Constant) 


.023 


.023 




.980 


.337 


1 Current ra- 

tio 


.031 


.012 


.473 


2.573 


.017 



a. Dependent Variable: ROA™ 



Table 12: Regression analysis for the year 2010 
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Scatterplot 

Dependent Variable: ROA using Net income 



Empirical results 




Regression Adjusted (Press) Predicted Value 



Figure 7; Scatterplot for regression analysis for the year 2010 

5.2 Qualitative content analysis 

The newspaper research showed that the main challenges for pharmaceu- 
tical firms during the investigation period were a heightened level of com- 
petitiveness among firms, expiring patent protections for big selling drugs 
and regulatory pressures combined with the negative impact of the financial 
crisis on the economic environment. 

The heightened level of competitiveness in the industry is reflected e.g. by 
the increased number of generic drug approvals. The use of generics dra- 
matically increased in the period under investigation. This trend was intensi- 
fied as blockbuster drugs lost patent protection and healthcare costs rose. 
While patent protected drugs are highly profitable, patent expirations allow 
generics to offer comparable products at much lower prices. Traditional 
strategies for restoring sales, such as launching an improved product be- 
came less effective. Since insurers and governments became increasingly 
cost conscious, a significant benefit over cheaper generics was necessary 
to achieve a higher price. 
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One key challenge for new product introductions is the governmental ap- 
proval. Delays in a drug approval process have significant consequences 
for pharmaceutical firms. For example, if rival products are able to establish 
their lead on the market, it becomes more difficult for the delayed product to 
penetrate the market once it is approved. Due to heightened scrutiny, the 
FDA required larger studies of new drugs, resulting in increasing R&D costs 
for the pharmaceutical firms. The FDA negated the criticism and claimed 
that the number of approvals had declined because companies were sub- 
mitting fewer drugs for approval. The approval standards concerning safety 
and efficiency for new drug applications however had not changed. 

Concerning pharmaceutical firms’ innovation and acquisition strategies, tar- 
geted acquisitions, alliances and licensing deals were commonly used. 
Firms acquired small and medium-sized companies to strengthen their main 
business. The M&A markets in the investigation period were strongly influ- 
enced by the financial crisis. For instance, in the first three quarters of 2008, 
the global deal volume was down 23%. The turmoil on the credit and stock 
markets generally made it more difficult for companies to finance deals and 
to agree on an appropriate price. While some firms rather avoided big M&A 
activities due to high uncertainty, firms with sufficient financial resources 
were able to take advantage of the weak equity markets and declining valu- 
ations of companies to make cheap acquisitions. 

5.2.1 Novartis AG - most new products 

The highest number of new product approvals between 2007 and 2010, 
namely 22 new products was reported for Novartis. Novartis is one of the 
biggest pharmaceutical companies in the world. In the beginning of 2007 it 
was on the third rank in the industry worldwide. The company’s growth 
strategy involves organic growth and acquisitions. The growth drivers in the 
core pharmaceutical business at the beginning of the investigation period 
were the drugs Diovan (high blood-pressure) and Glivec (leukemia). Com- 
paring the current ratio of the sample firms, Novartis reported a figure below 
average in all periods under investigation, except in 2009. The R&D ex- 
penses of the firm as a percentage of sales ranged between 16% and 
17.5% during the investigation period, which was slightly above average in 
the industry. 

Reported results of Novartis during the investigation period 

For the year 2007 Novartis planned a record of eight new product launches 
on the US market alone. In the first half of the year, Novartis could maintain 
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its good performance and reported sales and profit ahead of market expec- 
tations. Especially the generics unit Sandoz and the recently acquired vac- 
cines and diagnostics unit improved sales. The cash holdings of the com- 
pany increased during this time. In the course of the year Novartis encoun- 
tered severe competition from generic products and hit some regulatory dif- 
ficulties. In addition the removal of one of its drugs from the US market low- 
ered sales. As a result, two key positions in the pharmaceutical business of 
the company were replaced, namely the head of pharmaceuticals and head 
of pharmaceuticals marketing. Besides, over 1000 jobs in US sales and 
marketing were cut. By the end of 2007 the company reported a 45% drop 
in its fourth quarter net profit, due to the restructuring charge for its cost 
savings program. Under this program the company closed research centers 
and cut 2,500 jobs worldwide. In comparison to the sample peer group No- 
vartis’ performance measured in ROA E bitda was below average. However, 
measured in ROA ni Novartis was among the top 5 performing companies. 

In 2008 Novartis reported a profit growth. The financial crisis affected con- 
sumer behavior, which way why sales of non-prescription medicines fell in 
2008 as consumers preferred less expensive, generic products. Sales of 
branded prescription drugs rose slightly, while the sale of generics was dis- 
appointing due to problems at a generics factory in the US and the lack of 
new products. Novartis stated that instead of focusing on acquisition, the 
firm wants to grow organically and invest into innovation through R&D. In 
comparison to the sample peer group of this study, Novartis increased its 
ROAebitda- The company’s ROA n j remained above average. 

In the year 2009 new products and the firm’s innovative influenza vaccine 
lead to strong sales and earnings. In addition, higher productivity and cost 
improvement measures increased the net profit significantly. Overall Novar- 
tis demonstrated a strong market position, despite continuing budget con- 
straints as well as price erosions in Europe’s economy. However, its 
ROAebitda was below average, compared to the other sample firms. The 
current ratio of the firm was slightly above average. 

In 2010 Novartis net profits and sales were improved. The approval of the 
new Gilenya drug for multiple sclerosis, strong demand for the new generic 
version of a blood thinner and the cancer drug blockbuster Afinitor lead to 
increased performance. In total, recently introduced products made up 
more than 20% of Novartis's revenues, with the diabetes drug Galvus and 
the blood-pressure drug Tekturna being the main growth drivers in Novartis 
pharmaceutical business. The consolidation of the recently acquired eye- 
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care company Alcon further boosted sales. However, price cuts and the US 
healthcare reform weakened the firm’s growth. ROA ni and ROA pre -tax of No- 
vartis were above average. The current ratio was among the low quartile of 
the sample firms, implying very high operating efficiency. 

Strategy of Novartis and performance influencing aspects 

One competitive advantage of Novartis is the combination of its business 
operations in innovative as well as generic pharmaceuticals. While the core 
pharmaceutical business of Novartis invests heavily in R&D to discover and 
develop new medicines, its Sandoz subsidiary is the world's second biggest 
generics unit. This constitutes to the firms rich drug portfolio. 

During the investigation period a big challenge for Novartis was the risk of 
patent exposure for its well-established bestseller drugs Diovan and 
Gleevec, accounting for approx. 20% of the company’s sales. While these 
drugs were highly profitable due to patents, patent expirations allow gener- 
ics to offer comparable products at much lower prices. Novartis’ strategy to 
cope with the patent expiration and to secure new sales growth is a multi- 
faceted approach, including investments in new drugs for cancer and other 
diseases as well as aggressive expansion in emerging markets. According- 
ly, Novartis boosted spending on clinical trials, and tested some drugs sim- 
ultaneously on several different diseases. The company increased diversifi- 
cation e.g. in the fields of diagnostics, vaccines and other healthcare, 
achieved partly through selective acquisitions and the building of a new 
vaccine plant in the US in 2009. Moreover, Novartis intensified its engage- 
ment in emerging markets with good growth prospects, such as Russia, 
China and Brazil. 

During the financial crisis Novartis focused increasingly on efficiency, 
productivity and cost-cutting measures. As pharmaceutical firms faced chal- 
lenges in their environment, the existing size and cost structure could not 
be sustained. Hence, reorganization including slimmer and more flexible 
cost structures and new leaders was necessary for many firms to stay suc- 
cessful. By cutting sales and marketing spending, streamlining procurement 
and making better use of manufacturing facilities, Novartis managed to 
overcome the threat imposed by the financial crisis. 

While in the past, Novartis and most other pharmaceutical firms focused on 
treatments for common diseases that offered a large number of potential 
patients, Novartis increasingly engages in the development of drugs for rare 
diseases, where few treatments are known. Starting in 2002 Novartis in- 
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vested heavily in genetics-focused research, which concentrates on the in- 
vestigation of genetic triggers that cause disease. As a result of this effort, 
the drug Haris was approved in 2009. The product treats a rare genetic dis- 
order affecting only a few thousand people worldwide. Novartis continued 
testing the drug on a more common condition with similar causes, attempt- 
ing to expand the drugs’ use other diseases with similar genetic triggers. 

Besides, Novartis increased its investments in cancer research since this 
segment was highly profitable and experienced strong sales growth. The 
leukemia treatment Gleevec became Novartis's second best selling product 
in 2007, and the company planned to start selling several new cancer drugs 
in the following years. In accordance with this strategic focus, Novartis 
made an acquisition in 2009 to expand into generic cancer drugs. This ef- 
fort helped to broaden the portfolio of Novartis's Sandoz subsidiary. 

Another key aspect of Novartis growth strategy was the investment in ge- 
neric versions of biotech drugs, developed at the Sandoz subsidiary. Due to 
the high complexity of biotech drugs and the more recent filing dates of their 
patents, the biotechnology industry had previously operated without the 
threat of lower priced generic products. Sandoz was one of the pioneers in 
generic biological medicines and had several products filed for approval in 
Europe. The fast growing market for biological medicines was highly attrac- 
tive for generics since innovative drugs in this sector were extremely ex- 
pensive. As a generic manufacturer, Sandoz was able to offer the product 
25-30 % cheaper than the original medicine. However, the equivalence of 
generic biotech drugs was more difficult to assess. Thus the penetration of 
the market posed some difficulties. 

Next to the development of new products, acquisitions are closely related to 
innovative activities. Novartis performed a few selective acquisitions in the 
period under investigation, in order to diversify in different segments of 
healthcare, strengthen its portfolio and insulate itself from the effect of the 
impending loss of patent protection. However, the company focused more 
on organic growth and the investment in R&D instead of intensive M&A ac- 
tivities. Novartis R&D expenditure as a percentage of sales was above av- 
erage compared to its industry competitors. The emphasis on in-house 
R&D is one of Novartis’ strategic focuses. 

Novartis finely managed its research portfolio in order to maintain a strong 
pipeline of future drugs. This includes the discontinuation of studies on less 
promising medicines. In 2010 Novartis discontinued the development of a 
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few compounds in favor of developing other treatments with better pro- 
spects. However, the decision to close the research on a drug can turn out 
to be a mistake. For instance, in the 1990s Novartis was researching in the 
field of heart disease, but gave up because the product was too expensive 
to manufacture profitably. A Novartis executive received the permission to 
license the development rights and founded a business in 1998, which No- 
vartis invested in. This company worked on simplifying the drug's chemical 
synthesis. Novartis reserved the right to buy the drug back, which it did in 
2002 after the research showed first positive results. Finally, in 2009 Novar- 
tis fully acquired the company and integrated the research back into its 
business. The product, marketed under the name Tekturna became one of 
Novartis best-seller products in 2010. This incident highlights the intense 
pressure that big pharmaceutical firms face to make profits. Consequently 
they are skeptical of long shots, funding research into only the most promis- 
ing projects. 

5.2.2 Roche Holding AG - most M&A activities 

The firm with most acquisitions between 2007 and 2010 was Roche, count- 
ing 9 M&A activities. Roche is a family controlled pharmaceutical company, 
which focuses on pharmaceuticals and diagnostics. Measured by market 
value, Roche was Europe's largest pharmaceutical company in the begin- 
ning of the investigation period. The firm was one of the best performing 
companies in the industry, with cash flow boosted by strong revenues from 
its portfolio of cancer treatments. Due to the share structure, it is more diffi- 
cult for Roche to raise money in the capital markets, compared to some ri- 
vals. Correspondingly, the firm continuously held high cash resources to 
allow maximum flexibility for acquisitions. The R&D spending of the firm as 
a percentage of sales increased steadily during the examined years, from 
18.2% in 2007 to 21.1% in 2010, and was well above average in the indus- 
try. 

Reported results of Roche during the investigation period 

In 2007 Roche achieved strong performance, with increases in sales as 
well as net income. While other big pharmaceutical firms presented results 
below expectations, Roche was able to accomplish growth ahead of the in- 
dustry. Around 20% of Roche’s sales were achieved in diagnostics, while 
80% of sales resulted from prescription drugs. The main growth drivers 
were its new cancer drugs Avastin and Herceptin, developed by Genetech 
a majority owned, independent subsidiary of Roche. In addition, the de- 
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mand for the influenza drug T amiflu rose strongly in the first half of the year, 
since governments stockpiled the drug in case of an influenza outbreak. 
The diagnostics market grew slowly, but was boosted by acquisitions. 
Roche’s ROA was among the top 25% of the sample firms. Also the firm’s 
current ratio was among the highest ones. 

In the year 2008 Roche had to deal with slowing sales growth, which result- 
ed in a decrease of net income of 5%. To a large extent, the sales decline 
was caused by a drop of demand for Tamilfu (-71% in the first quarter), 
since governments had already built up large reserves of the influenza 
treatment. The cancer drugs MabThera, Herceptin and Avastin were 
Roche’s top sellers, with sales rising by 15%. In the diagnostics division, 
operating profit fell due to amortization of and investments in recently ac- 
quired companies, as well as fierce competition in the US diabetes market. 
In July 2008, Roche announced its plan to fully take over the majority 
owned but independent subsidiary Genetech. In comparison to the sample, 
Roche maintained its high ROA and current ratio. 

The performance of Roche in 2009 was weakened by one-offs relating to 
the acquisition of Genetech, which led to an overall decline in net income. 
Integration costs for the acquired firm resulted from the building stop of a 
new plant at Genentech's main site, the closing of manufacturing operations 
at Roche's former US headquarters and the closing of an R&D center. 
Sales in core pharmaceutical grew twice as fast as their market, partly due 
to expanded use of some of the top selling drugs. In addition, sales of 
Tamiflu grew again due to the threat of a swine flu pandemic. In the diag- 
nostics division sales grew slightly. Roche’s ROA ni as well as its current ra- 
tio fell compared to the sample peer group, but both remained above aver- 
age. 

In 2010 Roche reported strong performance again. Net profit increased de- 
spite high costs for the firm’s restructuring program. The pharmaceutical 
sales of the firm grew well in the first three quarters of the year, driven by 
sales growth of cancer treatments which accounted for almost half of 
Roche’s sales. However, in the last quarter sales were weakened due to 
the US healthcare reform and price cuts in Europe. Regarding the integra- 
tion of Genetech, first cost savings were achieved. Due to strong cash 
flows, Roche was able to repay one third of the debt taken on for the 
Genentech deal by the end of 2010. ROA as well as current ratio of Roche 
were above average. 



Qualitative content analysis 

Strategy of Roche and performance influencing aspects 



93 



Roche’s strategic focus lies in the combination of its pharmaceuticals and 
diagnostics businesses. This twin-pillar strategy gives Roche a competitive 
advantage over its rivals, since diagnostics help to better target therapies to 
patients and thus cut the costs and risks of developing new drugs. Since 
Roche has an internal diagnostics division it does not rely on external part- 
ners in this regard and thus is in full control, which contributes to well man- 
aged overall R&D expenditure. While most of Roche’s competitors follow a 
more diversified approach to spread the risk over more divisions Roche has 
a rather narrow strategic focus. 

Roche moved aggressively to build its diagnostics business in the investiga- 
tion period. The company beliefs that machines and other tools that help 
diagnose and monitor disease will be crucial in developing medicines in the 
future. Following this approach, Roche heavily invested in this field and ac- 
quired several diagnostic firms in the US. Among them, Ventana Medical 
Systems Inc. which tests tissue to diagnose women with a genetically de- 
termined form of breast cancer. Roche’s drug Herceptin targets this kind of 
cancer, which offers potential synergies and opportunities to develop drugs 
that target the underlying cause of a disease more accurately. To further 
enhance the interaction between pharmaceuticals and diagnostics within 
the company, Roche appointed its former head of diagnostics as new CEO 
in March 2008. 

Concerning prescription drug sales Roche was better placed than most of 
its rivals, mainly because of its portfolio of specialty medicines. Most of 
Roche's income resulted from hospital prescribed biological treatments like 
Avastin, which have wide applications in cancer and had been relatively 
shielded from generic competition. Drugs to come off patent between 2008 
and 2012 accounted for only 11 % of Roche’s sales in 2007, while the in- 
dustry average was at approx. 29%. By specializing in cancer treatments 
Roche focused on small groups of patients with life threatening disease, 
thus minimizing the pricing pressure and avoiding the need for costly large 
primary care sales forces. Due to strong cash flows Roche was able to fi- 
nance substantial acquisitions in the investigation period, which helped to 
further strengthen its drug portfolio. 

In 2008 Roche acquired a closely held UK biotechnology firm, which al- 
lowed it access to a new way of treating cancer. Besides, it bought a Cana- 
dian biotech firm to further develop the cancer and immunology business as 
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well as a US firm to expand in gene therapy. Roche raised its stake in 
Chugai, a leading Japanese biotechnology firm which had been in a strate- 
gic alliance with Roche since October 2002. Roche had a very strong finan- 
cial position thus it did not experience severe financial problems during the 
crisis. Correspondingly, the firm was able to take advantage of the weak 
equity markets and declining valuations of companies to make several ac- 
quisitions as potential targets became cheaper. 

A topic that was very present in the media was Roche’s acquisition of 
Genetech, the world's second biggest biotechnology company by sales. 
The controlling stake of Genetech was sold to Roche in the 1990, despite 
independency concerns to ensure financial stability. Similarly to the case of 
Chugai, Roche initially decided that continuing arms-length management 
was the best way to preserve innovative R&D and encourage the biotech 
company's entrepreneurial spirit. Roche changed its strategy when it decid- 
ed to acquire the remaining 44% stake of Genetech in July 2008. When 
Genetech did not agree to a takeover at the offered price, Roche turned 
hostile, but later increased its offer again and finally agreed on an acquisi- 
tion in March 2009. Despite the financial crisis Roche was able to raise 
enough cash for the mega merger, due to high liquidity, an equity ratio of 
approx. 70% and its high credit worthiness. A record $30 billion was raised 
in the US and European corporate bond markets to help finance the offer. 
The combined dollar, euro and sterling note offer was the biggest corporate 
debt financing since early 2000. The rest of the capital needed came from 
banks. Due to increased debt after the deal Fitch Ratings cut Roche’s credit 
rating to AA and outlook to negative from stable. 

One crucial factor in the change of strategy was the growing dependence of 
Roche on Genetech. In 2007, around two thirds of Roche’s pharmaceutical 
sales were achieved with products developed by Genetech. Besides, ac- 
cording to an agreement from 1999 Roche’s right to license and sell Genen- 
tech drugs outside of the US expired in 2015, thus a potentially complicated 
renegotiation was avoided by the full acquisition. Through the takeover 
Roche gained full control of all the revenues of Genetech’s drugs and ac- 
cess to the attractive portfolio of new medicines under development. By 
merging many of the companies’ operations, Roche achieved economies of 
scale in R&D and marketing and simplified the structure of the combined 
entity, thus allowing annual cost savings, improved information flows and 
closer cooperation. However, Roche risked upsetting the highly successful 
but delicate relationship the partners had developed. Since the corporate 
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cultures of the two companies were extremely different, it was unclear if 
Genentech's culture, encouraging creativity, entrepreneurialism and innova- 
tion, could survive under Roche's full control. Thus, the challenge for Roche 
for a successful integration was retaining employees and preserving the 
company's culture. To enable successful integration and synergies Roche 
made Genentech the US headquarters of the combined company. Market- 
ing policies became more consistent and manufacturing and administrative 
duplication was eliminated through restructuring and job cuts. While the 
early-stage drug research continued to run as an independent group within 
Roche, the research groups carrying out late-stage human trials of medi- 
cines were combined. The Genentech takeover transformed Roche into a 
pharma-biotech organization to ensure earnings growth in the short term 
through synergies, and in the long term through high R&D innovation. In 
addition, the deal reinforced and recentralized the focus of the group on 
specialty care medicines and diagnostics. Further deals to extend its domi- 
nant position in cancer diagnostics followed. 

Besides engaging in acquisitions, Roche used alliances and licensing deals 
to strengthen its presence in the field of cancer treatments. For instance, in 
2007 Roche bought rights to an experimental vaccine program of a French 
biotech firm. Thus Roche had access to a therapeutic vaccine against cer- 
vical cancer and other diseases. Similarly, in 2010 Roche entered a deal 
with a US therapeutics firm to access their preclinical pipeline focusing on 
cancer and other diseases. The advantages of such partnership agree- 
ments are lower upfront costs and less risk compared to acquisitions, while 
they still offer access to innovative drugs. Specifically during the financial 
crisis, smaller drug developers became more willing to make deals in order 
to finance their research. 

In light of the financial crisis Roche had to deal with an increase in pricing 
pressure for its highly priced cancer drugs, as austerity programs and 
healthcare reforms were introduced all over the world. Roche thus an- 
nounced a restructuring program which included cutting 4,800 jobs over two 
years (approx. 6% of the company's overall staff) and transfers of 1,500 
sales and internal jobs. In addition, Roche became more selective about its 
drugs in development. For example, the firm stopped investments in a dia- 
betes drug, despite its well performance in studies. However, the potential 
benefits of the product were not far enough beyond a similar pill already 
sold. Compared with the industry, Roche’s position during the financial cri- 
sis was still rather strong. 
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5.2.3 Almirall SA - initial public offering 

One of the two companies in the sample that underwent an initial public of- 
fering during the investigation period is Almirall, SA. The company complet- 
ed the IPO in June 2007, and issued a 30% stake in shares at the Madrid 
Stock Exchange. Almirall is based in Spain and is the country’s 3rd largest 
pharmaceuticals company by market capitalization. As of December 31, 
2008 the company was a 45.76%-owned affiliate of Grupo Plafin SA. For- 
merly called Laboratories Almirall, SA it changed its name to Almirall, SA in 
July 2009. The company’s leading therapeutic areas include its dermatolo- 
gy, cardiovascular, central nervous system, and respiratory divisions. Its 
products are made available in over 70 countries, either by the company's 
own marketing or through licensing. The firm’s R&D expenditure as a per- 
centage of sales started at 15.4% in 2007 and 2008, fell to 13.1% in 2009, 
and increased again to 16.4% of sales in 2010. 

Reported results of Almirall during the investigation period 

In 2007 Almirall successfully completed its IPO and achieved good results. 
Normalized net income increased by 15% while net income fell by 11%, 
partly due to extra charges linked to acquisitions. In total, net sales rose 
slightly with the international market being the growth driver. In the Spanish 
market sales rose only minimally. The Spanish market accounted for 66% 
of Almirall's total sales, demonstrating the high dependence on one country. 
R&D spending for pharmaceutical products rose by 40%, reflecting the 
firm’s focus on progressing in its drug development. In 2007 Almirall ac- 
quired Hermal, a leading German dermatological company. Compared to 
the sample peer group, Almirall’s performance measured in ROA was 
slightly below average. The current ratio was higher than in half of the sam- 
ple firms. 

In the year 2008 Almirall reported solid performance, with net income rising 
slightly. The strong growth in net sales was enabled through the integration 
of the newly acquired Hermal unit. Growth driver was the international mar- 
ket, with sales rising 35%. Almirall increased its R&D spending and number 
of employees. Its products Ebastine and Almotriptan achieved significant 
recovery since the first half of 2008. The ROA of the company improved 
compared to the peer group, and was above average. The current ratio was 
at the median. 

Almirall sustained its performance in the year 2009, with net income rising 
11% and sales growing slightly. The profit of the company was achieved 
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mainly due to the sale of 13 non-strategic products from the portfolio in the 
first quarter. Sales growth was again driven by the international market. Al- 
mirall managed to expand more internationally and increased the share of 
international sales to 42% of the total sales compared to 34% in 2007. Be- 
sides the company experienced growth in its dermatological portfolio. R&D 
investments decreased as the company introduced costs containment 
measures. The ROA of Almirall was above average compared to the peer 
group. The current ratio was below average. 

The company’s performance in 2010 was weakened by overall economic 
pressures in the market, particularly within Spain, resulting in a decline of 
net profit. Total sales decreased, with the Spanish market accounting for a 
big share of the sales loss, mostly due to healthcare reforms imposed by 
the Spanish government. The company introduced further cost containment 
measures and increased R&D spending by 20%. The ROA and current ratio 
of the company were below average compared to the sample peer group, 
but remained above the median of the sample firms. 

Strategy of Almirall and performance influencing aspects 

Almirall develops proprietary drugs through its own R&D and markets li- 
censed products from other pharmaceutical companies. The firm’s products 
are diversified through multiple therapeutic areas. The gastrointestinal and 
dermatology divisions were in the focus because they were the key areas of 
growth. Through the acquisition of the prescription skincare business Her- 
mal specialized further in dermatology. Besides, Almirall had a major tech- 
nological platform for the development of inhalation products. 

Almirall performed its IPO in June 2007 in order to gain access to domestic 
and international equity capital. The raised capital helped the company to 
further develop its existing drug pipeline, fund its R&D efforts for the next 
years and cover the company's costs associated with the launch of prod- 
ucts. Besides, the IPO provided the company with a source of financing for 
acquisitions and licensing deals in order to expand more internationally. 

Internationalization was one of the key objectives for Almirall. During the 
investigation period, the company had a very high dependence on the 
Spanish market. In 2007 for instance, approx. 66% of sales were achieved 
in Spain, 23% in Europe and the Middle East and only 9% of sales came 
from America, Africa or Asia. Following its IPO, Almirall made two major 
acquisitions in Europe in 2007, which contributed to its international expan- 
sion into key European markets. Almirall acquired the German company 
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Hermal and a portfolio of eight products from Shire. Both acquisitions 
strengthened the company’s presence in Europe. In addition, Almirall 
opened new affiliates in Great Britain, Austria, Poland and Switzerland. 

In the following years Almirall continued to selectively assess new business 
opportunities. Almirall focused on commercial agreements as well as inten- 
sifying the process of internationalization of its marketing activities and pro- 
duction processes. Specifically, Almirall developed several external part- 
nerships and licensing agreements. Through license-out agreements Almi- 
rall was able to establish a presence in new markets. Besides, Almirall de- 
veloped and marketed several drugs of major pharmaceutical companies 
through its own affiliates in Spain, and partly within Europe by license-in 
agreements. This was attractive for other firms due to the strong market po- 
sition of Almirall in the Spanish market. 

Like other pharmaceutical firms, Almirall faced patent expirations among its 
bestselling drugs. The top products of the firm include Ebastine, Atorvas- 
tatin, Escitalopram, and Plusvent. Out of the top ten products of the firm, 
the patents of four drugs expired in 2010. The entire top ten faced patent 
expiration and the threat of generic competition until 2014. The firm was try- 
ing to counter this threat by investing in R&D to develop a strong pipeline of 
new drugs, which includes products such as Eklira and the multiple sclero- 
sis treatment Sativex. Sativex was developed in partnership with UK GW 
Pharmaceuticals pic and German Bayer AG, with Almirall holding the drug's 
marketing license in Spain and being GW's partner for the rest of Europe, 
except UK. The drug was the first prescription drug made from cannabis to 
officially go on sale anywhere in the world. 

During the financial crisis, the firm’s dependence on the Spanish and Euro- 
pean market had a strongly negative impact on the firm. Especially in Eu- 
rope, pharmaceutical companies rely heavily on state financed healthcare 
systems in order to generate revenue. When the financial crisis led to 
budget constraints among European governments, healthcare reforms and 
austerity programs were introduced. The Spanish government imposed a 
wide range of price cuts for patented drugs and encouraged the prescription 
of generic products instead of branded medicines. Smaller European based 
pharmaceutical firms like Almirall were hit hardest, resulting in falling reve- 
nues and lower performance. This highlighted the need for Almirall to widen 
its business to new products and new markets beyond Europe in order to 
generate sales growth. Besides, Almirall cut costs and became more selec- 
tive in prioritizing projects to keep R&D costs down. 
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The results of the quantitative and qualitative analysis for the four years un- 
der investigation offer valuable insights into the relationship between finan- 
cial slack and corporate performance. 

Overall the correlational analysis showed a significant positive correlation 
for current ratio and ROA ni for all the years under investigation except 2009, 
where the correlation coefficient for the variables was not statistically signif- 
icant. To be more exact, overall between 17% and 22% of the variance in 
ROA ni could be explained by its relationship to current ratio in the examined 
years. Thus, the author of this thesis suggests that financial slack is posi- 
tively related to corporate performance during crisis, which corresponds 
with findings of previous authors, such as Su et at. (2009) and Bradley et at. 
(2011a).. As expected, this leads to the rejection of the null hypothesis H0 3 
stating that financial slack has no influence on corporate performance 
measured as ROA n i during crisis. 

For the other definitions of ROA however, the identified correlations were 
mostly negligible or statistically insignificant. Except in 2008, where ROA pre . 
ox showed a statistically significant moderate correlation with financial slack 
(r=-397 p<.05). The results on ROA E buda did not reach significance at the 
0.05 level in any year under investigation. This suggests that financial slack 
does not have a strong relationship with performance directly resulting from 
core operations during crisis. Hence the null hypotheses H0i and H0 2 , stat- 
ing that financial slack has no influence on corporate performance meas- 
ured as ROAebitda or ROA pre . t ax during crisis, cannot be rejected. 

Concerning the interpretation of the different results for the correlations of 
financial slack with the three performance metrics applied in this study, it 
has to be said that generally not enough consideration is given to the defini- 
tion of measurement of performance in slack literature. Several authors use 
ROA as a performance metric, but do not state the exact definition applied 
(e.g. Latham and Braun, 2009; Chiu and Liaw, 2009; Greenley and Ok- 
temgil, 1998). Thus it is difficult to interpret the results on the relationship 
between slack and performance in comparison to the findings of previous 
authors. 

The fact that current ratio exhibits a strongly positive and significant correla- 
tion with ROA ni in 2007, 2008 and 2010, but almost no correlation with the 
other ROA measures, indicates that financial slack particularly affects net 
income. The main difference to the other ROA measures is that the defini- 
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tion of net income includes extraordinary income of a firm, like restructuring 
charges, unusual or nonrecurring items and results from discontinued oper- 
ations. Hence, one explanation for the link between financial slack and 
ROA ni could be that slack minimizes a firm’s need for restructuring, thus 
avoiding costly restructuring programs which affect the result form extraor- 
dinary items. In this regard, pharmaceutical firms seem to use financial 
slack resources as a buffer from negative influences of a threatening exter- 
nal environment. 

Another interesting finding of this study concerns the correlation coefficients 
between the three ROA metrics themselves. As expected, the variables 
representing different definitions of ROA are generally highly correlated with 
each other (r>.76 p<.01 for all years except 2007). After all, each of them is 
based on a firm’s earnings. In contrast to that, in 2007 ROA™ does not show 
significant correlations with the other two performance measures, while 
ROAebitda and ROA pre -tax are strongly correlated with each other. As men- 
tioned above, the main difference between ROA ni and the other measures 
of ROA is that the definition of net income also includes extraordinary P/L, 
such as income from discontinued operations. In the year 2007 several 
firms in the sample, including e.g. Novartis AG, Akzo Nobel NV, Bayer AG 
and Merck KGaA engaged in divestments of some form. Thus, they report- 
ed substantial income from discontinued operations resulting in a ROA ni 
that differs significantly from the ROAebitda or ROA pre - t ax- 

These differences among the three performance metrics, as reported e.g. in 
the year 2007 bring up the topic of potential outliers. Outliers can have a 
harmful effect the statistical analysis, since the inclusion of an outlier can 
distort the correlation and regression results (cf. Wefald et al., 2010a). The 
analysis to detect outliers showed one specific result, namely an extremely 
high ROA™ of Akzo Nobel NV in 2007. Amounting to 48.49%, the value is 
approx, four standard deviations above the mean. This was caused by the 
firm’s high extraordinary income from discontinued operations in that year. 
Another specific feature of the sample is the relatively high ROA values re- 
ported by Novo Nordisk A/S, with all three performance metrics lying 
around two standard deviations above the mean between 2008 and 2010. 
Concerning the current ratio, the firm Richter Gedeon Rt. could be regarded 
as an outlier since the firm’s current ratio is more than 3.8 standard devia- 
tions from the mean in between 2007 and 2009. Besides, no further signifi- 
cant abnormalities were identified for the applied independent and depend- 
ent variables. In any case, it is important to note that the results of this 



Discussion of the findings 



101 



analysis might possibly have been impacted to some extent by the pres- 
ence of outliers. 

Despite the above mentioned outlier in ROA ni in 2007 as well as the lack of 
correlation between ROA ni and the other ROA measures in this year, cur- 
rent ratio exhibits a significant correlation with the performance metric in 
this period. Similarly, in 2008 and 2010 current ratio has the strongest cor- 
relation with ROA ni . Hence, during crisis financial slack resources seem to 
have a special link to the extraordinary income of a firm, irrespectively of 
the performance in core operations. One way to interpret this result as men- 
tioned before is that financial slack affects net income by avoiding restruc- 
turing charges in the result form extraordinary items. Since correlational 
analysis solely provides evidence on the relationship between two varia- 
bles, but not on the causal direction (of. Bryman and Bell, 2011, p. 346) the 
causal influence could work in the other way. In this regard an explanation 
for the link between current ratio and ROA ni in particular could be that non- 
recurring events influence the accumulation of financial slack during crisis. 
Hence, this study contributes to another aspect of slack literature, namely 
the research of conditions under which financial slack develops. Previous 
authors suggest that slack does not only influence performance, but the ac- 
cumulation of slack resources itself is influenced by past performance. Au- 
thors argue that particularly in dynamic environments good performance 
leads to high levels of slack (of. Sharfman et at., 1988, p. 608; Voss et at., 
2008, p. 148). The results of the correlation analysis are an indicator for the 
fact that performance resulting from non-recurring events (e.g. discontinued 
operations) leads to higher levels of financial slack during a financial crisis. 
Since the divestment of business operations for instance can result in a 
profit, this can contribute to increased financial resources. 

The findings from the qualitative analysis suggest that in addition to firm 
performance, the level of financial slack is the result of an intentional deci- 
sion to maintain high levels of liquid financial resources. Novartis for exam- 
ple performed well and had high cash flows due to cancer drugs, but the 
firm chose to maintain rather low levels financial slack, indicated by a low 
current ratio, to improve efficiency. 

Regarding the effect of the intervening variables on financial slack, basically 
no significant results were found through the correlational analysis. New 
products showed only weakly significant correlations with ROAebitda 
(r=.355) and ROA pre -tax (r=.374) in the year 2007, but no significant correla- 
tion with ROA ni at all. Besides, no correlations were identified for new prod- 
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ucts in any other years under investigation. Similarly, in 2007 a positive cor- 
relation was found for M&A activities and performance (ROA EB itda as well 
as ROAp r e-tax)- This implies that M&A activity and performance could posi- 
tively influence each other, however no such evidence was found for the 
other periods. The qualitative content analysis gives some closer insight 
into the possible link between financial slack and M&A activities. For in- 
stance, Roche Holding AG had a continuously high current ratio in the in- 
vestigation period, implying high amounts of financial slack resources. The 
firm used its strong financial position to engage in acquisitions. The high 
level of financial slack allowed Roche maximum flexibility to exploit oppor- 
tunities, which resulted in several acquisitions to strengthen the firm’s posi- 
tion. 

In order to make a statement on the effect of IPO, not enough data is avail- 
able. As mentioned before, only two occurrences of IPO, for 2007 and 2010 
were included in the sample. The correlation of IPO and M&A found in 2010 
is not generalizable because it is only due to one firm. The result was gen- 
erated as the firm Protek OAO undergoing an IPO in 2010 had a high num- 
ber of M&A activities in the same year. 

Consequently the propositions P 3 to P 5 , stating that the factors new product 
approvals, M&A activities, and IPO influence the relationship between fi- 
nancial slack and performance during crisis, cannot be supported due to a 
lack of evidence. 

The results from the qualitative research revealed that the financial crisis 
presented an environment characterized by low munificence, particularly 
regarding financial resources and high dynamism. One particular threat for 
the pharmaceutical industry was the price erosion, due to governments’ 
austerity programs and changed consumer behavior. Besides, increased 
competition on the market (e.g. by generics) and a high level of environ- 
mental uncertainty posed further risks. As pointed out e.g. by Tan and Peng 
(2003, p. 1253) and Su et at. (2009, pp. 76-80) in such a dynamic environ- 
ment, flexibility as well as strategic change and adaptation are a critical for 
a firm’s survival and success. The financial crisis increased the firms’ need 
for change of existing size and cost structures. Common reactions by 
pharmaceutical companies were the implementation of cost cutting and re- 
structuring measures, including job cuts and focus on efficiency and 
productivity. However, slack can act as a buffer in this regard. If excess fi- 
nancial resources are available to a firm, it can maintain strategic invest- 
ments and initially avoid staff reductions despite a possible decrease in 
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revenues (cf. Latham and Braun, 2009, pp. 34-35). Roche Holding AG, for 
example continued to engage in M&A investments throughout the investiga- 
tion period. The firm first officially introduced cost-cutting measures due to 
the financial crisis in September 2010 when its situation was still compara- 
tively well, while other firms had to start cutting jobs already in the first 
years of the financial crisis. This result could help explain why the quantita- 
tive analysis showed a significant correlation between financial slack and 
performance measured as ROA ni . 

The crisis also affected the M&A market through increasing uncertainty and 
diminishing valuations of companies. Since the financial markets were 
weakened, it became harder for firms to access financial resources exter- 
nally. In this regard, a high level of financial slack can enable a firm to ac- 
tively engage in acquisitions, despite a turbulent and uncertain external en- 
vironment such as the financial crisis (cf. Iyer and Miller, 2008). In addition, 
financial slack shields a firm from external risk and uncertainty to some ex- 
tent, allowing firms to engage in more investment activities in the face of 
high uncertainty (cf. Zona, 2012, p. 44). This corresponds with the function 
of slack as a facilitator of strategic behavior in the literature. While firms with 
low liquidity might hesitate to make acquisitions due to financing problems, 
firms with sufficient financial resources can use the high uncertainty in mar- 
kets to their advantage. Roche’s strong, specialized drug portfolio for in- 
stance was achieved through heavy investments in M&A. Acquisitions can 
lead to synergies and long-term cost improvements while in the short term 
they result in integration and restructuring costs, thus influencing perfor- 
mance in two ways. 

Su et al. (2009, pp. 76-80) point out that in dynamic and resource scarce 
environments it is essential for firms to develop new opportunities internally, 
e.g. through the introduction of new products, in order to sustain their com- 
petitive advantages and enhance performance. The newspaper research 
showed that acquisitions can be one way for a pharmaceutical firm to ex- 
tend and strengthen their drug pipeline under development, leading to an 
increased number of product introductions in the long term. Novartis en- 
gaged in high investments in R&D and additionally diversified through ac- 
quisitions. Thereby the firm was able to generate one of the richest drug 
portfolios in the industry. 

The sample did not include enough evidence on firms undergoing an IPO 
during crisis to make a statement on the intervening effect of the variable on 
the relationship between slack and performance. Due to the unpredictability 
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during the period of an IPO a firm’s financial resources generally become 
scarcer and thus more valuable. The uncertainty and low munificence of the 
financial crisis additionally increase this effect. In the case of Almirall, SA a 
relatively high current ratio of 3.13 was reported in the year before the IPO. 
This may have contributed to the success of the IPO in 2007, where the 
current ratio of the firm was still higher than in 50% of the sample firms 
(1.64). The main reason for Almirall to undergo the IPO was access to a 
new source of financing. Thus the firm was able to engage in M&A activities 
to strengthen its portfolio and expand internationally. 

In summary the author found that financial slack influences corporate per- 
formance measured as ROA ni during crisis (HOi), while the effect on ROA pre - 
tax and ROAebitda could not be supported (H0 2 and H0 3 ). The correlational 
analysis did not provide enough evidence to confirm the propositions P 1 to 
P 3 . However, the qualitative content analysis implied that new product in- 
troductions and M&A activities are enabled by high levels of slack and lead 
to a strong portfolio and increased performance during crisis. 



7 Conclusion and forecast 



This thesis examines the relationship between financial slack and perfor- 
mance during the financial crisis between 2007 and 2010, taking into ac- 
count three intervening factors. The empirical analysis of the sample of 25 
European pharmaceutical firms includes correlational and regression analy- 
sis of financial data as well as qualitative content analysis of newspaper ar- 
ticles. 

Literature that is concerned with slack comprises two main perspectives on 
its effects. Resource based and behavioral theorists stress the active role of 
managers and argue that organizational slack allows a firm room to use ex- 
cess resources to enhance performance. Agency theory on the other hand 
puts an emphasis on the opportunistic behavior of managers, according to 
which slack creates inefficiencies which result in a negative effect on firm 
performance. When adding the uncertain and resource scarce environment 
of a financial crisis to the consideration, authors argue that financial slack 
becomes increasingly beneficial for a firm. The findings of this study con- 
tribute to the understanding of the role that financial slack plays during cri- 
sis. 

The results provide some evidence of a positive relationship between unab- 
sorbed, financial slack and corporate performance during crisis. Specifically 
the research showed that financial slack measured as current ratio is posi- 
tively related to performance measured as ROA ni (H0 1 ). Consistent with the 
resource based view and behavioral theory of the firm, this result suggests 
that firms use slack to buffer their operations from a turbulent external envi- 
ronment and improve performance. However, regarding the correlation of 
financial slack with the other two measures of corporate performance, 
ROAebitda and ROA pre -tax (H0 2 and H0 3 ), the empirical analysis showed no 
significant results. 

The findings of the correlational research can be additionally used to shed 
some light on the conditions under which financial slack is accumulated. 
The fact that current ratio correlates with ROA™, despite the lack of correla- 
tions with other ROA measures, indicates that good performance allows the 
development of higher amounts of financial slack resources. During a finan- 
cial crisis, especially profits from non-recurring events such as the divest- 
ment of business operations seem to contribute to increased slack re- 
sources. 
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While the correlational analysis does not provide enough evidence on the 
effect of the intervening variables M&A, IPO and new products in order to 
confirm the propositions P 3 to P 5 , the qualitative content analysis delivers 
insight into their relationship with financial slack and performance. Especial- 
ly new product developments and M&A activities are facilitated by high lev- 
els of slack. Due to weak financial markets, financial slack resources enable 
a firm to engage in investments in product innovation as well as M&A. Both 
of these activities help generate a strong portfolio of drugs and which can 
lead to increased performance during crisis. 

Furthermore, the author of this thesis offers a possible explanation for the 
conflicting results of previous research on the relationship, by pointing out 
the critical role of measurement of slack as well as performance. The three 
slightly different definitions of the performance measure ROA used in this 
thesis resulted in widely differing results. In previous research, authors fre- 
quently fail to adequately specify the exact definitions used for the applied 
variables. This can make it difficult to compare the findings of different stud- 
ies. 

In summary, this thesis confirms that financial slack is linked to corporate 
performance. While the findings provide some evidence for the arguments 
of resource based view and behavioral theory, the perspective of agency 
theorists is not supported in the light of a crisis. Hence, the author of this 
thesis argues for a positive relationship between slack and performance. 
One side of this relationship is that slack influences performance. However, 
on the other hand, the accumulation of financial slack can also be influ- 
enced by corporate performance. 

7.1 Limitations of the study 

This thesis has several limitations which offer room for further research. 
These aspects are discussed in these final sections of this thesis. First, only 
a small sample of firms (25) was used to test the propositions in this study. 
All of these firms are large companies, identified through high operating 
revenue. For instance, none of the sample firms had less than 1000 em- 
ployees in any year during the entire sample period 10 . Furthermore all of the 
sample firms operate in the same industry (pharmaceuticals) and are locat- 



10 For three firms (Actelion ltd., Farmacol SA, Pelion SA) no information was provided on 
the number of employees for some of the years. 
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ed in the same region (Eastern and Western Europe). The small number of 
sample firms however, resulted in limited generalizability of the results. De- 
spite the restriction of the sample to one single industry in order to generate 
a homogenous sample and prevent biased results, the firms in the sample 
naturally exhibit some differences. All the firms were identified by a NACE 
Rev. 2 core code 212 as manufacturers of pharmaceutical preparations. 
While some firms are more diversified in their operations (e.g. Bayer AG) 
others have a very narrow focus on pharmaceuticals (e.g. Roche Holding 
AG). 

Moreover, this thesis examines solely financial slack, which is one specific 
type of organizational slack among several other categories. However, prior 
studies provide evidence on the fact that different slack types, such as ab- 
sorbed or potential slack influence an organization differently (of. Mishina et 
at., 2004, p. 1191; Sigerstad, 2004, p. 44). In addition, various measures 
can be applied for slack. The author of this study chose to apply current ra- 
tio as one single measure for financial slack. Besides for performance, ROA 
is chosen as a measure, with three different definitions being used. The use 
of different or multiple measures for both performance and slack could pro- 
duce different results. 

Since prior studies suggest that intervening variables exist for the relation- 
ship of slack and performance (of. Daniel et al., 2004, p. 572), the author of 
this thesis investigates the influence of three specific factors on the de- 
pendent and independent variables. However, additional moderating varia- 
bles might exist. Besides, the limited amount of data led to the fact that the 
propositions concerning new products, M&A and IPO could not be support- 
ed. 

Concerning the qualitative content analysis of newspaper articles the inves- 
tigation is limited to three major international business newspapers. This 
excludes e.g. smaller and more regional newspapers, which might provide 
a different perspective. 

7.2 Potential for future research 

The above mentioned limitations of this thesis suggest further investigation 
of several aspects. First, future efforts should extend similar inquiries to in- 
ternational and other industrial settings to compare the applicability of vari- 
ous theories in different cultural and institutional backgrounds. Besides, 
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larger and more diverse samples, e.g. in terms of firm size and age could 
enhance the generalizability of future empirical testing. 

Second, since different slack types, such unabsorbed, absorbed or potential 
slack have shown to influence an organization differently (of. Mishina et at., 
2004, p. 1191; Sigerstad, 2004, p. 44), future investigation of the effect of 
other forms of slack on performance, specifically under threatening envi- 
ronmental conditions could provide additional valuable insight in the con- 
cept of slack. 

The propositions concerning the intervening variables in this study could not 
be supported due to a lack of evidence. A larger sample with more exten- 
sive data on new products, M&A and IPO could lead to stronger results. In 
addition, next to the intervening variables employed in this study, other fac- 
tors might influence the way slack affects performance. Hence, future re- 
search may extend this analysis to capture the impact of other intervening 
variables on the slack-performance link. 

An additional direction for future research could be the examination of the 
impact of different ways of measurement for slack as well as performance. 
The results on the three ROA measures employed in this study indicate that 
the choice of measures has a critical effect on the results. 
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